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REVENUE ACT OF 1962

THURSDAY, APRIL 26, 1962

U.S. SENATE,
Co0Xrm'E ON FINANCE,

Wa~hington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2221, New

Senate Office Building, Senator Harry F. Byrd (chairman) presiding.
Present: Senators Byrd, Gore, Douglas, Williams, Carlson and

Curtis.
Also present: Elizabeth B. Springer, committee clerk; and Colin F.

Starn and L. N. Woodworth of the Joint Committee on Internal Reve-
nue Taxation.

The CHAIMMAN. The committee will come order.
Senator CARSON. Mr. Chairman, I want to submit for printing in

the record at this point the Baker-Herlong bill, H.R. 2030.
The CHAIRMAN. Without objection the insertion will be made.
Senator CAPLSON. I think I Should state this is a revised version of

the bill as introduced by Mr. Herlong on January 6,1961 and no doubt
we will have testimony on it and it will receive further consideration
by the committee.

(The bill referred to follows:)
87TH CONGRESS

1ST SESSION
H.R. 2030
(As revised)

IN THE HOUSE OF REPRESENTATIVES

JANUARY 6, 1961

Mr. Herlong introduced the following bill; which was referred to the Committee
on Ways and Means

A BILL
To amend the Internal Revenue Code of 1954 so as to provide for scheduled personal and

corporate income tax reductions, and for other purposes.
Be it enacted by the Senate nid House of Representatives of the United States

of America in Congress assembled,
SECTION 1. Section 1(a) of the Internal Revenue Code of 1954 (relating to

rates of tax on individuals) Is hereby amended by inserting before "Rates of Tax
on Individuals" the number "(1)" and adding a new paragraph (2) to read as
follows:

"(2) SCHEDULE FOR REDUCTION OF TAX ON INDMDUALS.-In the case of each
taxable year beginning on or after the date specified in the following subpara-
graphs, the tax imposed by paragraph (1) shall, subject to the provisions of see-
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2854 REVENUE ACT OF 1962

tion 22, be determined under this paragraph at the rates provided and effective
for the taxable years prescribed in the following subparaqraphs:

"(A) For taxable years beginning on or after January 1, 1962;
"It the taxable ane Is: The tax Iss

Not over $2,000 --------------------- 19.5% of the taxable Income.
Over $2,000 but not over $4,000-..... $890, plus 21.25% of excess over $2,000.
Over $4,000 but not over $6,000. $815, lus 25.25%A of excess over

$$48,000.
Over $6,000 but not over $8,000 1,80, plus 29% of exce ss over $6,000.Over $8,000 but not over 110,000-..... 11,9W), plus 82.5% of excess over.

$8,00,
Over $10,000 but not over $12,000.... $2 ,vsOjlus 86.5% of excess over
Over $12,000 but not over $14,000 $8,286, plus 41% of excess over $12,000.
Over $14,000 but not over $16,000..... $4,100, plus 44.5% of excess over

$14000
Over $16,000 but not over $18,000 .... $4,99, plus 47.5% of excess over- $16,000.
Over $18,000 but not over $20,000-.... $S 9 4o, plus 50.5% of excess over

$18, .
Over $20,000 but not over $22,000-.... 36,950, plus 53% of excess over $20,000.
Over $22,000 but not over $26,000--.... 8 010, plus 56% of excess over $22,000.
Over $26,000 but not over 132,000 ..... .1,250 plus 58.5% of excess over

. 28600.Over $82,000 but not over $88,000--.. $1,7640' plus 61.5% of excess over

Over $38,000 but not over $44,000 .... $1t,45o, plus 65% of excess over
O $ ,. ,88 000. p

Over $44,000 but not over $50,000.... $21,840, plus 68% of excess over14000.
Over $50,000 but not over $60,000 .... $21,440, plus 70.5% of excess over

$50 000.
Over $60,000 but not over $70,000 .... $89,40, plus 73.5% of excess over:60,000..
Over $80,000 but not over $80,000 .... $8 ,880, plus 76% of excess over70, 000.
Over $80,000 but not over $90,000 .... $4 480, plus 79% of excess over

$90000.
Over $100,000 but not over $150,000... $64& lus 83.5% of excess over10 000.
Over $150,000 but not over $200,000. $185,280, plus 85% of excers over

O150,000.
Over $200,000 ---------------------- $147,730, plus 86.5% of excess over

$200,000.
"(B) For taxable years beginning on or after January 1, 1963:

"If the taxable Income is: The tax is:
Not over $2,000 ............ ....... 19% of the taxable income.
Over $2,000 but not over $4,000 ------ $380,000, plus 20.3% of excess over
Over $4,000 but not over $8,000 ------ 790 plus 24.5% of excess over $4,000.
Over $8,000 but not over $8,000 -11,20, plus 28% of excess over $6,000.
Over $8,000 but not Over $10,000 ----- $1,840, plus 81% of excess over #8,000.
Over $10,000 but not over $12,000 .... $2,460, plus 35% of excess over

$10000Over $12,000 but not over $14,000..... $3,166, plus 39% of excess over $12,000.
Over $14,000 but not over $16,000.... $3,940, plus 42% of excess over $14,000.Over $16,000 but not over $18,000..... $4,780, plus 45% of excess over $18,000.Over $18,000 but not over $20,000.... -- 680, plus 48% of excess over $18,000.
Over 20,000 but not over 22,000-.... 6,640, plus 50% of excess over 20,000.
Over 22,000 but not over 26,000-.... 7 64 0 , plus 53% of excess over $22,000.
Over 26000 but not over 82,000...... 9,760 plus 55% of excess over 126,000.
Over 82,000 but not over 188,000..... 18,066, plus 58% of excess over

$82000Over $38,000 but not over $44,000 .... $16-40, 'plus 61% of excess over
$88,000.Over $44,000 but not over $50,000 .... $20,200, plus 64% of excess over44000o

Over $50,000 but not over $60,000 .... $2  40, plus 66% of excess over• ~50,000.
Over $60,000 but not over $70,000-.... $8 ,64, plus 69% of excess over

60,000.
Over $70,000 but not over $80,000---- $ 540 plus 71% of excess over

Over $80,000 but not over $90,000 ---- $44.640, plus 74% of excess over
Over $90,000 but not over $100,000-- $5120 0, plus 76% of excess over590,000.
Over $100,000 but not over $150,000- $5 0,00 pu 78% of exeesp over
Over $150,000 but not over $200,000 $98,640, plus 80% of excess over
Over $200,000............. .... .$ 1S50000.

O8,640, plus 82% of excess over
$200,000.
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"(0) For taxable years beginning on or after January 1, 1964:
"If the taxable icerne is:

Not over $2,000--
Over 52,000 but not over 4,000.
Over54,000 but not over 6,000.
Over 56,000 but not over '8,000 ....
Over 58000 but not over 10,000
Over si0,o00 but not over 1,000-....
Over 12,000 but not over ;14,000-.
Over 14,000 but not over 16,000....
Over 16,000 but not over 18,000-.
Over j18,000 but not over 2000- .
Over 20,000 but not over '22,000 ....
Over 22,000 but not over. 2000 ....
Over 26,000 but not over 82,000....
Over 82,000 but not over 88,000 -----

Over $88,000 but not over $44,000....

Over $4,000 but not over $50,000(....

Over $50,000 but not over $60,000-.

Over $60,000 but not over $70,000....

Over $70,000 but not over $80,000 ...

Over $80,000 but not over $90,000...

Over $90,000 but not over $100,000 ....

Over $100,000 but not over $150,000..

Over $150,000 but not over $200,000..

Over $200,000 ----------------------

The tax s:
18% of the taxable income.
860. plus 19.5% of excess over $2,000.

$750 plus 28% of excess over 54,000.
,210, plus 25% of excess over 56:000.

11,780, plus 28% of excess over 58,000.
12,290, plum 82% of excess over 810,000.

$2,980, plum 85% of excess over 512,000.
:8,680, plus 87% of excess over 514,000.

;4,8TO, plus 40% of excess over 516,000.
$5,170, plus 42% of excess over 518,000.
$6,010, plus 47 of excess over 20,000.
$0,890, plus 47 of excess over j22,000.
$8,770, plus 481 of excess over 126,000.
$11 650 plus 51% of excess over

$ 7 0 plu 58% of excess over

$1 , 0 plus 56% of excess over

$2280 plus 57% of exes over

$2160'" 'plus 60% of excess over

$8 SOplus 62% of excess over$0 plus

$810 plus 64% of excess over

$A5 plus 68% of excess over
1 00o.

$56,154  plus 70% of excess over100000
$ 12l lO Plus 70% of excess over
$111 IM plus 72% of exces over

$W01

"(D) For taxable years beginning on or after January 1, 1905:
"If the taxable income ist The tax is:

Not over $2 000- 17, of the taxable income.
Over p2,000 but not over -4,000 710--- M, plus 18.5 of excessover L2,000.
Over $4,000 but not over 6,000 71 ,plus1 21.5% of excess over 000.
Over i6,000 but not over $8,000 -1-,, plus 24% of excess over 8,000.
Over $8,000 but not over $10,000 . 1,620, plus 25% of excess over 000.
Over $10,000 but not over $12,000 ---- 120 plus 28% of excess over

O 2 t .8 l
Over $12,000 but not over $14,000.... $2 8(,.lus 81% of excess over
Over $14,000 but not over $18,000-.... $81 1 iw0Pls 32% el o excess over

$14000
Over $16,000 but not over $18,000.... $8 94U plus 85% of excess over

e W.600
Over $18,000 but not over $20,000 .... $4,6, plus 86% of excess over

$18000.
Over $20,000 but not over $22,000 .... $5 8 00plus 8% of excess over

Over$20,00 ut nt ovr $2,00 ... 27b00PlS4% o xes oeOver $22,000 but not over $26,000.... $6 124 plus 40% of excess over
422600

Over $28,000 but not over $M,000.... $71 plus 41% of excess over

Over $82,000 but not over $8,000 .... $191 0.plus 48% of excess over

Over $38,000 but not over $"0,000 ....- $11 760plus 45% of excess over
O 0 n0.

Over $44,000 but not over $50,000 -..-.. $15,4 0, plus 47% of excess over

4
Over $50,000 but not over $80,000 --.... $ .plus 48% of excess over

$0 000.
Over $60,000 but not over $70,000---- $ O , plus 51% of excess over

Over $70,000 but not over $80,000--- $2 1 'plus 52%el of exess over

Over $80,000 but not over $90,000-.--- $8! SOg~ plus 54% of excess over

Over $90,000 but not over $100000.-.._ $470, Plus 56% of exes over
$9000.

Over $100,000 but not over $150.000..- $413, lum 58% of excess over

Over $150,000 but not over $200,000.... $7488 plus 80% of excess over
515000

Over $200,000 ---------------....... $108,a, plus 60% of excess over
$200,000.



2856

"It the taxable income Is:
Not over $2 000 -.-----------------
Over $2,000 but not over $4,000 .....
Over $4,000 but not over 56,000 ----
Over $6,000 but not over 58,000-_____
Over $8,000 but not over $ 10,000.....
Over $10,000 but not over $12,000--

Over $12,000 but not
Over $14,000 but not
Over $16,000 but not
Over $18,000 but not
Over $20,000 but not
Over 22,000 but not
Over 26,000 but not
Over 32,000 but not
Over $38,000 but not

Over $44,000 but not

Over $50,000 but not

Over $60,000 but not

Over $70,000 but not

Over $80,000 but not

Over $90,000 but not

over $14,000 ....
over $16,000 ....
over $18,000 ....
over 520,000 ..-
over $22,000 ..-
over 26,000 ....
over 32,000...--
over 38,000 ....
over 144,000....

over $50,000--.

over $60,000.....

over $70,000 ....

over $80,000 ---

over $90,000....--

over $100,000___

Over $100,000 but not over $150,000._

Over $150,000 but not over $200,000._

Over $200,000 .......................

The tax is:
16% of the taxable Income.I320, plus 17.5% of excess over $2,000.

670, plus 20% of excess over $4,000.
1,070, plus 21% of excess over $6,000.
1,490, plus 22% of excess over $8,000.
1,930, plus 24% of excess over

$10,000.I 2,410, plus 26% of excess over $12,000.
2,930, plus 27% of excess over S14,000.
3,470, plus 29% of excess over $16,000.
4,050. plus 30% of excess over $18,000.

$4,650, plus 32% of excess over $20,000.
$5,2i90, plus 33% of excess over $22,000.

6,610, plus 34% of excess over $26,000.
$8,650, plus 36% of excess over $32,000.

$10,810, plus 37% of excess over
$38,000.

$13,030, plus 38% of excess over
$44,000.

$15,310, plus 39% of excess over
$50,000.

$19,210, plus 40% of excess over
$60,000.

$23,210, plus 41% of excess over$70,000.
$27,310, plus 44% of excess over$80,000.
$3,710, plus 46% of excess over

$90,000.
$36,310, plus 48% of excess over

$100,000.
$60,310, plus 50% of excess over

$150,00 2 x
$85,310, plus 520 of excess over

$200,000.

"(F) For taxable years beginning on or after January 1, 1967:
"If the taxable Income is: The tax i:

Not over $2,000 --------------------- 15% of the taxable Income.
Over $2,000 but not over $4.000 -------- $300, plus 16% of excess over $2,000.
Over $4,000 but not over $6,000 ------- $620, plus 17% of excess over 54,000.
Over $6,000 but not over $8,000 ------- $960 plus 18% of excess over 56,000.
Over $8,000 but not over $10,000 ------- $1,30, plus 19% of excess over 58,000.
Over $10,000 but not over $12,000----- - $1,700, plus 20% of excess over $10,000.
Over $12,000 but not over $14,000 ----- $2,100, plus 21% of excess over $12,000.
Over $14,000 but not over $16,000 ----- $2,520, plus 2f24 of excess over $14,000.
Over $16,000 but not ovcr $18,000-.....-$2,960, plus 23% of excess over 516,000.
Over $18,000 but not over $20,000------- 3,420, plus 24% of excess over 518,000.
Over $20,000 but not over $22,000--_ .. $3,900, plus 25% of excess over 520,000.
Over 20,000 but not over $26,000----- - $4,400, plus 26% of excess over 22,000.
Over 26,000 but not over $32,000.... $5,440, plus 27% of excess over $26,000.
Over 32,000 but not over $38,000---- $7,060, plus 28% of excess over 32,000,
Over 38,000 but not over $44,000 ---- $ 8,7'40, plus 29% of excess over 138,000.
Over $44,000 but not over $50,000----- $10,480, plus 30% of excess over

$44 000.
Over $50,000 but not over $60,000 -- $1--2,80 plus 31% of excess overSki,000,
Over $60,000 but not over $70,000----- -- $15,30, plus 32% of excess over$60,000.
Over $70,000 but not over $80,000 ----- $18000 plus 34% of excess over

$t0 000.
Over $80,000 but not over $90,000 ----- $21,9&0, plus 36% of excess over

80,000.
Over $90,000 but not over $100,000 .... $2,5,80 plus 38% of excess over190 0.

Over $100,000 but not over $150,000--- $2 ,340. us 41% of excess over
$100,00d.

Over $150,000 but not over $200,000... $49,884, plus 44% of excess over
150000.

Over $200,000 ------------------------ $78
6

.. lu. 470 of excess over

Sac. 2. Section 1(b) of the Internal Revenue Code of 1954 (relating to
rates of tax on hea'is of households) Is hereby amended:

(a) by deleting from paragraph (1) the words "The amount of the tax
shall be determined in accordance with the following table :" and inserting
in lieu thereof "The amount of the tax shall be determined, subject to the
provisions of section 22 (except that section 22 shall not apply to subpara-
graph (A) hereof), under the following subparagraphs for each taxable
year beginning on or after the date specified in the following subparagraphs:

REVENUE ACT OF 1962

"(E) For taxable years beginning on or after January 1, 1966:
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"(A) For taxable years beginning on or after January 1, 1964:"

(b) by adding to paragraph (1) the following new subparagraphs:
"(B) For taxable years beginning on or after January 1, 1962:

"If the taxable income Is:
Not over $2.000 ...........
Over $2,000 but not over ;4,000 ....
Over $4,000 but not over 6,000 ....
Over ;6,000 but not over p8,000 ------
Over ;8,000 but not over 10,000 ....
Over 10,000 but not over 112,000 ....
Over 12,000 but not over 114,000 ....
Over 14,000 but not over $18,000 ....
Over 16,000 but not over 18,000 ....
Over 18,000 but not over 120,000 ....
Over 20,000 but not over 22,000 ....
Over 122,000 but not over 124,000 ....

Over $24000 but not over $28,000 ....--
Over 128,000 but not over $32,000 ....

Over $32,000 but not over $38,000 ....

Over $38,000 but not over $44,000 ....--

Over $44,000 but not over $50,000 ....

Over $50,000 but not over $60,000 ....

Over $60,000 but not over $70,000 ....

Over $70,000 but not over $80,000 ....

Over $80,000 but not over $90,000 ....

$90,000 but not over $100,000..

$100,000 but not over $150,000.

$1-50,000 but not over $200,000.

$200,000 but not over $300,000.

$300,000 .....................

The tax is:
19.5* of the taxable income.

890, plus 20.% of excess over $2 000
790 plus 23% of excess over $4,0d0.
11,24, plus 2 of excem over b6,000.
1,780, plus 29% of excess over 8,000.
2,840, plus 31% of excess over $10,000.

,980, plus 38% of excess over 14,000.
4,40, plus 0% of excess over $14,000.
,400, plus 40% of excess over 1 ,000.

5,200, plus 41% of excess over 18,000.
6,020, plus 45% of excess over $20,000.t 2 0, plus 46.5% of excess over

$200

7,85 , plus 49% of excess over $24,000.
9,810, plus 51.5% of excess over

$11,8 0 plus 55% of excess over
$32 000.

$15,110, plus 58.5% of excess over

$118 0 plus 62.5% of excess over

$44000PU 6k 5 fexesoe$4\0, plus 64% of excess over

000.$241 0.plus 67% of excess over
$60 000

$31 W '.plus 69.5% of excess over

$4t1.40 ..lus 72% of excess over

$4.6d0, 'plus 75% of excess over
90,000.

$57,180, glue 78% of excess over
$9,8, In 82% of excess over

$137!09 i .plus 85% of excess over
$26000

$222,10, plus 86.5% of excess over
$300,000.

"(C) For taxable years beginning on or after January 1, 1963:
"If the taxable income is: The tax Is:

Not over $2,000 ................... . 19% of the taxable income.
Over $2,000 but not over $4,000 8------ 80, plus 20% of excess over 2,000Over $4,000 but not over $8,000 ------ 780, plus 22% of excess over 14,000
Over $6,00btoto,000 btntoe $8,.0 1,220, plus 24% of excess over 16,000.
Over $8000 but not over $ 10,000-.... 1,700, plus 28% of excess over $8,000.
Over $16,000 but not over $12000-.... $2,260, plus 30% of excess over 110,000.
Over 12,000 but not over $1,000..... 2,860, plus 34% of excess over 12,000.
Over 14,000 but not over $16,000.... -- 3,540, plus 35% of excess over $16000.
Over 16,000 but not over 18,000..... 4,240, pIus 38% of excess over 1,000.Over 18,000 but not over $20,000.... 5,000, plus 39% of excess over 181000.
Over 20,000 but not over $22,000.... 5,780, plus 43% of excess over 20,000.
Over 22,000 but not over $24,000.... -- 6,640, plus 44% of excess over 22,000.
Over 124,000 but not over j28,000.... 7,520, plus 46% of excess over 24,000.
Over $28,000 but not over 32,000-.... 9,360, plus 49% of excess over 28,000.
Over $32,000 but not over $88,000 .... 11,320, plus 52% of excess over

$32,000
Over $38,000 but not over $44,000 .... $1 ,440, plus 55% of excess over$38,000.
Over $44,000 but not over $50,000.... $1740, plus 59% of excess over

O$4,pl
Over $50,000 but not over $60,000-.... $21,2A0, plus 60% of excess over

$60,000.Over $60,000 but not over $70,000.... $232 0, plus 63% of excess over$60.00
Over $70,000 but not over $80,000.... $31 0,a plus 65% of excess over
Over $80,000 but not over $00,000.... ,80, 'plus 68% of excess over

$80,000.Over $90,000 but not over $100,000..- $4,880, plus 70% of excess over
$90,000.

Over $100,000 but not over $150,000. $5,880, plus 73% of excess over
$100,000.Over $250,000 but not over $200,000-- $98,880, plus 7% of excess over$150,0.

Over $2er $30.......... 0,000-- 1 28,88 0, plus 80% of excess over
$200,000.Over $300,000 ---------------------- $208,880, plus 820/ of excess over
$300,000.

Over

Over

Over

Over

Over
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"(D) For taxable years beginning on or after January 1, 1964:

"If th, taxable income Is:
Not over $2,000 0 0.........

Over 84,000 but not over p6,000 ---
Over |8,000 but not over 48,000 ....
Over $8000 but not over 10,000 ....
Over s10,000 but not over 812 000....-
Over 812,000 but not over $14,000....
Over 14,000 but not over ;16,000._.--.
Over 2D000 but not over 18,000 ....
Over 18,000 but not over 20,000....--
Over 20,000 but not over 22,000 ....
Over 2,000 but not over f24,000..---
Over 24,000 but not over 28,000 ....
Over 28,000 but not over 82,000---..
Over 182,000 but not over 88,090....

Over $38,000 but not wer $44,000....

Over $44,000 but not over $50,000-....

Over $50,000 but not over $60,000----

Over $60,000 but not over $70,000....--

Over $70,000 but not over $80,000.....-

Over $80,000 but not over $90,000....

Over $90,000 but not over $100,000..

Over $100,000 but not over $150,000__

Over $150,000 but not over $200,000-_

Over $200,000 but not over $800,000._

Over $300,000.-

The tax Is:
18% of the taxable income.

860, plus 19% of excess over $2,000.
740 plus 21% of excess over $4,000.
1,16O, plus 23% of excess over $6,000.
1,620, plus 25% of excess over $8,000.
2,120, plus 28% of excess over $10,000.
2,680, plus 30% of excess over $12,000.
8,280, plus 32% of excess over 814,000.
8,920, plus 34% of excess over 816,000.
4,600, plus 85% of excess over $18,000.
5,800, plus 8% of excess over 20,000.
6,060, plus 40% of excess over j22,000.
6,860, plus 41% of excess over 24,000.
8,00, plus 48% of excess over 128,000.

110,220, plus 46% of excess over

11,09 0, 'plus 48% of excess over$88 000.
$15,86, plus 51% of excess over

$44,000.
$18920 plus 52% of excess over

$24,10, plus 55% of excess over$60 000.
$2 ,6,0, plus 57% of excess over

870 00A
$85,30, plus 59% of excess over$80 000.
$ , 0O, plus 61 of excess over

$90,000.
$47,320, plus 64% ol excess over
$100,000.
$79320,8plus 67% of excess over

$112 820, plus 70% of excess over

$182 ,20 plus 72% of excess over$300,060.

"(H) For taxable years beginning on or after January 1, 1966:
"if the taxable Income Is: The tax is:

Not over $2,000 -------------------- - 17 of the taxable Income.
Over 2,000 but not over $4,000 ----- $840, plus 18% of excess over $2,000.
Over $4,000 but not over $6,000 ----- $700 plus 20% of excess over $4,000.
Over $6,000 but not over 88,000 ------ 11,10, plus 21% of excess over $6,000.
Over $8,000 but not over $10,000 $1,520, plus 23% of excess over $8,000.
Over $10,000 but not over $12,000.... $1,980, plus 25% of excess over $10,000.
Over $12,000 but not over $14,000.... $2 ,4 80, plus 27% of excess over$12,00O.
Over $14,000 but not over 16,000..... $3,020, plus 28% of excess over $14,000.
Over 816,000 but not over 818,000 .... 3,580, plus 30% of excess over 816,000.
Over $18,000 but not over 20,000.... 4,180, plus 31% of excess over $18,000.
Over 20,000 but not over 22,000 .... 4,400, plus 38% of excess over 20,000.
Over p22,000 but not over 24,000 -.... 5,860, plus 34% of excess over $22,000.
Over 124,000 but not over 28,000 .... 6,140, plus 36% of excess over 24,000.
Over $28.000 but not over 32,000.... $7,580, plus 37% of excess over 28,000.
Over $32,000 but not over 38,000 .... 9,060, plus 39% of excess over 32,000.
Over $38,000 but not over 144,000---- 11,400. plus 41% of excess over;38,000.
Over $44,000 but not over $50,000.... $11,860, plus 43% of excess over

$44,000.
Over $50,000 but not over $60,000.... $16.440. plus 44% of excess over

,840,p00.
Over $60,000 but not over $70,000 ..-.. $2,840, plus 47% of excess over60,000.
Over $70,000 but not over $80,000 ..-.. $2.540, plus 48% of excess over

$70,000.
Over $80,000 but not over $90,000 .... $35,340, plus 50% of excess over

$80.000.
Over $90,000 but not over $100,000_.-- $35,840, plus 52% of excess over
Over $100,000 but not over $150,000-- $48,5 40, plus 54% of excess over

$100.000.
Over $150,000 but not over $200,000-. $67,540, plu 57% of excess over$150,000.
Over $200,000 but not over $300,000. $96,040, plus 60% of excess over

$200,000
Over $300,000 ---------- $156,040, plus 62% of excess over

$300,000.
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"(F) For taxable years beginning on or after January 1, 1966:
"If the taxable Income i:

Not over $2,000------------------
Over 2,000 but not over $4000.
Over 4,000 but not over 1 600 .
Over .000 but not over 8,000 .-
Over 8,000 but not over 1 0,000 ....
Over 0,000 but not over $2,000...
Over 12,000 but not over 4,000-.
Over 14,000 but not over 6,000...
Over 16,000 but not over 18,000...
Over 18,000 but not over 20,000....
Over 20,000 but not over 22,000....
Over 22,000 but not over 24,000-.-
Over 24,000 but not over 128,000-...
Over 28,000 but not over
Over 82,000 but not over 188,000 ...
Over 38,009 but not over 1i4,000-....
Over 44,000 but not over 150,000

Over $50,000 but not over $60,000....

Over $60,000 but not over $70,000...

Over $70,000 but not over $80,000..

Over $80,000 but not over $90,000.....

Over $90,000 but not over $100,000 ....

Over $100,000 but not over $150,000..--

Over $150,000 but not over $200,000...

Over $200,000 but not over $300,000.._

Over $800,000 ----------------------

The tax i
16% of the taxable Income.

820, plus 17% of excess over $2,000.
860 plus 19% of exes over 14,000.
1,40, plug 1 of excess over 6,000.
1420, plus 21 of excess over 8,000.

1,840, plus 22% of excess over $ 0,000.
280, plus 23% of excess over $12,000.

2,740, plus 24% of excess over 114,000.
8,220, plus 25% of excess over $16,000.

,720, plus 26% of excess over $18,000.
4,240, plus 28% of excess over 20,000.
5,800, plus 30% of excess over 22,000.
4,380, plus 80% of excess over $4
6,580, plus 81% of excess over 28,000.
7,820, p lus 83% of excess over $82000.
9,800, pius 841 of excess over 88,000.
11,840 plus 85% of excess over
84400

$ 940, plus 86% of excess over

$150 plus 38% of excess over

$218.0 plus 89% of excess over

$21 20 plus 41% of excess over

418 0 plus 42% of excess over

#4546 plus 44% of excess over

$X546 'I plus 47% of excess over
150000.
,OA p 1 50% of excess over

$1,0, Pus- 52% of excess over
460,060.

"(G) For taxable years beginning on or after January 1, 1967:
'It ie taxable income he The tax Is:

Not over $2,000 ------------------- 1% of the taxable income.
Over 2,000 but not over 4,000 3----- $00, plus 16% of excess over $2,000.
Over ,000 but not over 1000 ------ 620, plus 16% of excess over 14,000.
Over 6.000 but not over 000 940 plus 17% of excess over $6 000.
Over 8,000 but not over $1,000 ... 1,2d0, plus IS% of excess over b8,000.
Over 10,000 but not over 1%000..... 1,640, plus 19% of excess over $10,000.
Over 12,000 but not over 14,000..... 2,020, plus 10% of excess over 12,000.
Over 14,000 but not over 16,000-....- 2,400, plus 20% of excess over 114,000.
Over 16,000 but not over 18,000....- 2,800, plus 21 of excess over $16,000.
Over 18,000 but not over 0,000---- 3,220, plus 21 of excess over 18,000.
Over 20,000 but not over 2000-.... 4,40, plus 24% of excess over 24,000.
Over 22,000 but not over 2,000.... 4,100, plus 23% of excess over 22,000.
Over 24,000 but not over 28,000 -.... 4,60, plus 24 of excess over 124,000.Over 28,000 but not over j 2 ,000.... 5,520, plus 25% of excess over $28,000.
Over 32,000 but not over 38,000---- 6,520, plus 26% of excess over 82,000.
Over 38,000 but not over 44,000.... 8,080, plus 27% of excess over 88,000.
Over 44,000 but not over 50.000--.... 9 700 plus 28% of excess over 44,000.
Over 50,000 but not over 60,00-.... 1,s&6, plus 29% of excess over

850000
Over $60,000 but not over $70,000--.._  $ 14 ,2g0 , plus 80% of excess over

$60,000.
Over $70,000 but not over $80,000.... $17 280, plus 82% of excess over01 ,000.
Over $80,000 but not over $90,000-.... $29,480, plus 84% of excess over

Over $90,000 but not over $100,000...- $1.830  plus 86% of excess over$90,000.
Over $100,000 but not over $150,000. $ 27,4d0, plus 88% of excess over
Over $150,000 but not over j200,000. $45,480,alus 41% of excess over

$150,00Over $200,000 but not over $300,000.. $66,980 lu 44% of excess over

Over $800,000........................$1[0.990, Ins 47% o excess over$3000000.

SuE. 8. Section 3 of the Internal Revenue Code of 1954 (relating to optional
tax on Income of less than $5,000 is hereby amended by inserting before the
words "In lieu of the tax" the letter "(a)" and adding the following new sub-
section:
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"(b) In the case of a taxable year beginning on or after January 1, 1962, the
tax Imposed by subsection (a) shall, subject to the provisions of section 22, be
determined wder this paragraph at the rates provided and effective for the
taxable years prescribed in the following tables:

"(1) For taxable years beginning on or after January 1, 1962, the tax
imposed by this section shall be the mid-point between the tax in effect as
of December 31, 1961, and the tax set forth in paragraph (2) subsection
(b) of this section.

"(2) For taxable years brglnning on or after January 1, 1963, the tax Im-
posed by this section shall be the tax shown in the following table:

'UtedJinI. AMd a oei~oi.

als*

AI

Thrlu i

67 .
710 075 1

7. 7.1 a
77 216.5 €

67

a29U97 507,00 091,

2. I0
2. 

.0717 1.1 0
3. 33 70 0,
3. :1 82 00 0

1,13 1.7 0 ,
1171, 0, 0
1. , 00 0

2I. 1 0 0
1.2 1,: 0 0 0 0
2.1 1 1 0*

1.32501,3 11 0 0
1 35 13 1 S 0

1,3333 33i 5
1.,72 0' I

, 2.42. 126 14 0 0
13,4 3 128 0
2:.6 1.473 1352 0
1.473 1. SI102 0
1; 1 3,5143 31 0 0
3.8U3, 34 354 0 0
I.550j1.V 1S3 3V30 0
18733, 157 43 00
1, 1,623262 48 00
' 62 1, 1 52 0 0

1. 6801 V173,4? 01 01
1. 700 1. 17 163
1, 7251, 70 13 :
I,75,7 1673
1,7733. 192 0

1:0 bo(.S3Io 0
2, 3Y) 2I 0

I~. l i 1:IS2

il 1 o673 10 61. :M 1 0'
2019 317 0,

.9083,971~2iU 0
1 ."102261 0

10210301 2.02528 1 0

1075 1, I2.0 Ir311 0
1t. 0 Ii3 021 . 1331

302.2 2611A3* ISO6, 6
M,1Z W9,6133 6 o

2.250 2.211s M In 4 0
2.276 2 00 27 1 A3 0

Il oZ51 111416

VOrN I*.

A

2. 237,
237 S.

2. 2.
%1 2.47.
X.1 2,

2.60 2.62'
2. 18)2.67
2.073 2,

1,70 2. 7

2.7a 2.7
2.71D 2.7
12.7 2.
2,W 2,1

Z2.900 2.97

2.973 3.00

3,000 3.1
3.100 3.1.0
3,1520 3.30

3. 3,

3.55 3.
3,3 3.4
3,4O 3.
3.7 3,
X,5 3.
2,6. 3.
3,. 3
3.7 3.7

3. 3.
4. 4.1
4.1 4.
4. 4.
4.3 .
4. 4

4i 4.
. 4.

4. 4.
4. 4.1
4. 4.7
4.7 4.

4, 4.4

And do mir6 deho& bi-

adleIi AMdAdl And Amid
m 11l~a. = blI km. I 8

Wi ll held Sld

Om

flAsd t e r id A
b""23 a. jeus

mwelb ead o

The k1

SW
296

291

30 31
1 III

324= 39

33 U1
3, 33343 341

3A 341

31

357 261
373 371
374 373

31
394 31

403 0
414 414
424 454

43 43Z
442 441
43 454
40 461
47 471
441 454
497 49.1
807 80
ale 311
M 3
W34 M:

M

341

372 56
574

MGM

$I Ai

621
6M

61

d o
1 71

71 71
7.3
72

7 73
7 74

is

297

21
237
231

270

174

23

343

34

37

42

Sal

1

73,

1

101
131

14
14,

111
16
110

17,

20

2C
2Z'
2f
2S
26
21
26
29
30
31
32
32
33
3.
35

37

39
40
43.
42
43
44

47

10
at'
III

220

124

3212
21

347

I

1 oil3

432 M 6 I

2473361 1,1
2441 W 15 04

N32117 6 *4
n2r21 301 I



REVENUE ACT OF 1962 2861

"(3) For taxable years beginning on or after January 1, 1964, the tax
imposed by this section shall be the tax shown In the following table:
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"(4) For taxable years beginning on or after January 1, 190.5, the taximposed by this section shall be the tax shown in the following table:
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"(5) For taxable years beginning on or after January 1, 1966, the tax

imposed by this section shall be the tax shown In the following table:
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"(8) For taxable years beginning on or after January 1, 1967, the tax
Imposed by this section shall be the tax shown In the following table:
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SEC. 4. Section 11 of the Internal Revenue Code of 1954 (relating to the tax
on corporations) is hereby amended-

(a) by deleting subsection (b) and inserting in lieu thereof a new sub-
section (b) to read as follows:

(b) NORmAL TAX.-
"(1) TAXABLE YEARS BEGINNING BEFORE JANUARY 1, 19e3.-In the case of

a taxable year beginning before January 1, 1963, the normal tax is equal to
30 percent of the taxable income.

"(2) SCHEDULE FOR R)DUCTION 0 NORMAL TAX.-In the case of taxable
years beginning after the date provided in the following table, the normal
tax, subject to the provisions of section 22, shall be computed at the rate
specified for such a taxable period in the following table:

"For taxable years beginning after The normal tax is:
December 31, 1962 ------------------ 29 percent of taxable income.
December 31, 1963 ------------------ 28 percent of taxable income.
December 31, 1964 ------------------ 27 percent of taxable Income."

(b) by inserting in subsection (c) before the words "The surtax" the
following heading: "(1) TAXABLE YEARS BEGINNING BEFORE JANUARY 1,
i9e6.-" and adding a new paragraph (2) to read as follows:

"(2) SCHEDULE FOR REDUCTION OF SURTAX.-In the case of taxable years
beginning after the date provided in the following table, the surtax, subject
to the provisions of section 22, shall be computed at the rate specified for
such taxable period in the following table:

"For taxable years beginning after- The surtax Is:
December 31, 1965 ------------------ 21 percent of taxable income.
December 31, 1966 ------------------ 20 percent of taxable Income."

SEC. 5. Part III of subchapter A of chapter 1 of the Internal Revenue Code of
1954 is amended by the addition of a new section 22 to reed as follows:
"SEC. 22. POSTPONEMENT OF TAX REDUCTIONS.

"(a) SIX-MIONTH POSTPONEMENT OF REDUCTION OF RATE.-Phe President by
November 15 hall determine whether an imbalance in the budget of the Federal
Government for the current fiscal year would exist If the reductions in taxes
under section 1, 3, and 3042 (relating to income taxes on individuals) and sec-
tion 11 (relating to the income tax on corporations) scheduled for January 1,
1964 and subsequent dates take effect. If the President determines that an
imbalance in the budget would so exist, he shall, stating his reasons therefor
in an Executive order, postpone until July 1 the date upon which such reduc-
tions of taxes are otherwise scheduled to take effect. In the next annual budget
message to the Congress the President shall recommend whether any reduction
in a rate of tax postponed under this subsection shall become effective on July 1
or whether such reductions shall be further postponed until the following
January 1.

"(b) CONGRESSIONAL ACTION ON RATE REDUCTIONS POSTPONED UNDER SUB-
SECTION (a).-Congress may by means of a Joint resolution which has become
law before May 15 act-

"(1) to make effective upon July 1 next the rate reductions scheduled
under sections 1, 3, and 3402 which have been previously postponed under
subsection (a) or to postpone further such rate reduction dates until
January 1 and/or

"(2) to make effective upon July 1 next the rate reduction scheduled
under section 11 which has been previously postponed under subsection (a)
or to postpone further such rate reduction date until January 1.

(C) FURTHER PRESIDENTIAL ACTION ON RATE REDUCTIONS POSTPONED UNDER
SUBSECTION (a).-With respect to any rate reduction postponed under subsection
(a) as to which Congress has not acted under subsection (b) by means of a
Joint resolution which has become law before May 15, the President shall, by
May 15, further lmstpone until January 1-

"(1) any rate reduction scheduled under section 11 which has been post-
poned previously under paragraphs (a) (1) or (2), or

"(2) any rate reductions scheduled under sections 1, 3, and 3402 and
section 11 and which have been postponed previously under paragraph
(a) (2).

The authority of the President to postpone any scheduled tax reduction unde-
this subsection shall be used so as to permit the maximum possible reduction to
take effect on July 1 next in the taxes imposed by sections 1, 3, 11, and 3402

82190 O-62-pt. 7-2
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without causing an imbalance In the budget of the Federal Oovernment for thefollowing fiscal year."(d) TOTAL POSTPONEMENT NOT TO EXCEED ONE YEAB.-Under this sectionthe date upon which a rate reduction is scheduled to take effect under section1, 8, 11, or 3402 cannot be postponed under subsections (a) and (b) for morethan one year."(C) EWr'r oP POTrONsEME T ON SUBSEQUENT REDucnoN DATt.-When a ratereduction date otherwise scheduled to take effect under section 1, 8, 11, or 3402 hasbeen postponed under subsection (b) until Tanuary 1, then as to the tax whoserate reduction date has been so postponed, the rate reduction dates not affectedby such further postponement shall be deferred for one year upon the occurrenceof each such further postponement.

"(f) DzFrrrroNs.-When used in this section:"(I) 'Imbalance in the budget' means the existence of a situation where'budget expenditures' exceed 'budget receipts' as those terms are used inthe 'Annual Budget Message of the President' as submitted to the Congress."(2) 'Rate reduction date' means the date upon which would becomeeffective a reduction in the rate of a tax imposed by section 1, 8, 11 or 3402."(3) 'Current fiscal year' means the fiscal year used for Federal Govern-ment accounting purposes during which a postponement provided by thissection is or can be made."(4) 'Following fiscal year' means the fiscal year used for Federalgovernmental accounting purposes which immediately follows the fiscal yearduring which a postponement provided by this section Is made."SEc. 6 (a) Section 167 of the Internal Revenue Code of 1964 (relating todepreciation) is amended by changing the designation of subsection "(h)" to"(k)" and adding four new subsections (h), (i), (j), and (1) as follows:"(h) OPTIONAL Ds'rMrNA ON OF Usnur, LIFL-It, after December 31, 1961,the useful life of property . . .bject to depreciation (determined in any mannerother than that provided In/ubsection (i)) is greater than that set forth insubsection (I) reduced by 21$ percent, then at the election of the taxpayer theuseful life of such property shall, for purposes of determining the depreciationdeduction allowed by this section, be reduced by such an amount as will reducesaid useful life to one equal to the useful life as determined in accordancewith subsection (1) reduced by 25 percent."(1) CLASSIFICATION AND DETEMINATION OF UsEFUL LrFv OF PROPERTY.-TheSecretary or his delegate shall publish a schedule covering all classes of depreci-able property, which said schedule shall be divided into not more than 12 sepa-rate categories. For each category of depreciable property so determined, theSecretary or his delegate shall also determine and publish as part of the sameschedule the minimum useful life of such property recognized as a basis fordepreciation for income tax purposes as of December 31, 1960."(J) LimrrATros.-The reduction provided in subsection (h) in useful lifeof property subject to the allowance for depreciation shall be subject to thefollowing limitations:
"(1) Such reduction shall be applicable only in the case of propertywith a useful life of three years or more (determined without reference toto subsection (h) )-"(A) The construction, reconstruction or erection of which is com-completed after December 31, 1961, and then only to that portion of thebasis which is properly attributable to such construction, reconstruction,or erection after December 31, 1961, or"(B) Acquired after December 31, 1961, if the original use of suchproperty commences with the taxpayer and commences after such date.
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"(2) Except for-taxpayers whose accounting practices are prescribed by

some regulatory body duly authorized under the laws of the United States
or of any State thereof, the provisions of subsection (h) shall be applicable
only to taxpayers whose books and records are kept in accordance with the
determination of useful life of depreciable property there set forth and as
limited by this subsection.

"(I) CRoss RrZnENsC.-
"For special rule for treatment of gain (or loss) on sale of property

for which depreciation has been computed or has been allowable
under the provisions of this section, see section 1231(c)."

(b) Section 1281 of the Internal Revenue Code of 1954 (relating to property
used in the trade or business) is amended by the addition after subsection (b)
thereof of the following new subsection (c) :

"(C) PROPERTY SUBJECT TO SPECIAL RULE FOx DPzOuIATIoN.-In the case of
property subject to the special rule for depreciation provided in section 167 (h),
the provisions of subsection (a) shall not be applicable exempt to that portion of
the consideration received on'the sale or exchange thereof which exceeds the
original cost or other basis of said property in the hands of the taxpayer."

(c) The Secretary or his delegate shall, within six months after the date on
which this bill shall have been enacted into law, prepare and publish the schedule
of useful lives of depreciable property provided for in subsection (I) of section
167 of the Internal Revenue Code of 1954 as added by subsection (a) hereof.

SEC. 7. Part III of subchapter 0 of chapter I of the Internal Revenue Code
of 1954 is amended by the addition of a new section 1037 as follows:
"SEC. 1037. NONRECOGNITION OF GAIN ON CERTAIN SALES OR EXCHANGF4 OF

CAPITAL ASSETS.
"(a) NoNREcooNITION oF GAIN.-If capital assets are sold by an individual

taxpayer within a taxable year beginning after December 31, 1961, and within
such taxable year capital assets are purchased, by the taxpayer, gain (if any)
from such sale or sales shall not be recognized to the extent that the aggregate
purchase prices of the capital assets purchased during the taxable year exceed
the taxpayer's adjusted basis of capital assets sold during such year.

"(b) PROPERTY TO WHICH THIS SECTION APPLus.-For the purposes of this
section the term 'capital asset shall be limited to:

"(1) Capital assets as defined in section 1221, or
"(2) Property used In the trade or business as defined in section 1231(b)

(1) but not including property described in section 1231(b) (2), (3) or
(4), held for a period of more than six months.

"(c) BASIS OF CAPITAL Assrr AcQuxnx.-To the extent that the purchase or
purchases of capital assets results, under subsection (a), in the nonrecognition
of gain on the sale of capital assets, then, as of the en of the taxable year
during which occurred the transaction or transactions upon which the gain was
not recognized under subsection (a), the adjustments to basis of each of the
capital assets purchased during and held at the end of such taxable year shall
include a reduction by an amount equal to the total amount of gain not so
recognized allocated to each capital asset so purchased and held at the end
of such taxable year in the proportion that the purchase price of such asset
bears to the aggregate of the purchase prices of all such assets purchased dur-
ing such taxable year and held at the end of such taxable year.

"(d) ELE(xrxON To APPLY THIS SECTIoN.-An individual taxpayer to have
this section apply shall, under regulations prescribed by the Secretary or his
delegate, file an election with his return for the taxable year in which occurred
the sale or sales of the capital assets with respect to which an amount of gain
would not be recognized under subsection (a)."
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Sc, 8. Section 2001 of the Internal Revenue, Code of 1954 (relating to the
rate of tax on states) Is amended to read as follows:
"SECTION 2001. RATE OF TAX.

"A tax computed in accordance with the following table Is hereby imposed
on the transfer of the taxable estate, determined as provided In section 2051,
of every decedent, citizen or resident of the United States dying after the date
of enactment of this Act:
"If the taxable estate Is:

Not over $5,000 -----------------
Over $5,000 but not over $10,000 ----
Over $10,000 but not over $20,000..-
Over $20,000 but not over $30,00 ---
Over $30,000 but not over $40,000 ....
Over $40,000 but not over $50,000 ....

Over $50,000 but not over $60,000 --

Over $60,000 but not over $100,000 --
Over $100,000 but not over $250,000--

Over $250,000 but not over $500,000-.

Over $500,000 but not over $750,000-_

Over $750,000 but not over $1,000,000.

Over $1,000,000 but not over $1,250,000.

Over $1,250,000 but not over $1,500,000.

Over $1,500,000 but not over $2,000,000.

Over $2,000,000 but not over $2,500,000.

Over $2,500,000 but not over $3,000,000.

Over $3,000,000 but not over $3,500,000.

Over $3,500,000 but not over $4,000,000.

Over $4,000,000 but not over $5,000,000.

Over $5,000,000 but not over $6,000,000.

Over $6,000,000 but not over $7,000,000.

Over $7,000,000 but not over $8,000,000.

Over $8.000,000 but not over
$10,000,000.

Over $10,000,000 -----------------

The tax shall be:
1.75% of the taxable estate.
88, plus 4.25% of excess over $5,000.

$300, plus 6.75% of excess over $10,000.
975, plus 8.5% of excess over $20,000.
1,825, plus 11% of excess over $30,000.
2:925, lus 13.5% of excess over

$4,275, plus 15.25% of excess over$50,000.
5,800, plus 17% of excess over $60,000.
12,600, plus 18.25% of excess over

$100.000.
$3 ,975, plus 19.5% of excess over

$81!72,? plus 21.25% of excess over
500,000.

$141,845, plus 22.5% of excess over

$18,05, lus 23.75% of excess over$,000.0 0.
$257,460, plus 25,5% of excess over

1250,00
$3 i210, lus 27.5% of excess over

$1,500.
$458,710. plus 30% of excess over

$2,000,000.
$608,710, plus 32.25% of excess over

$2,500,00.
$769,960. plus 34.25% of excess over

$3,000,000
$941,210, plus 36% of excess over

$3 500,000.
$11 1,20, plus 38.5% of excess over

$400000.
$ 1.56 0210, plus 41% of excess over
'$5000000.

$1,9i 0210, plus 42.75% of excess over
$6000000.

$2,3 3,710, plus 44.50 of excess over
$7,000,000.

$2,788,710, plus 46.25% of excess over$8,000,000.
$3,7 710, plus 47% of excess over

$10,000,000."

SEad. 9. (a) Section 2501 of the Internal Revenue Code of 1954 (relating to the
imposition of tax on gifts) Is amended by changing calendarr year 1955" to
read "calendar year 1962."

(b) Section 2502 (relating to the rate of tax on gifts) Is amended by deleting
the "rate schedule" In its entirety and inserting a new rate schedule as follows:
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RATE SOHEDULM

"If the taxable rifts are
Not over $5,000------------------
Over $5,000 but not over $10,000.

Over $10,000 but not over $20,000
Over $20,000 but not over $30,000
Over $30,000 but not over $40,000-....

Over $40,000 but not over $50,000-.

Over $50,000 but not over $60,000.....

Over $60,000 but not over $100,000....--

Over $100,000 but not over $250,000__-

Over $250,000 but not over $500,000._

Over $500,000 but not over $750,000-.-

Over $750,000 but not over $1,000,000..

Over $1,000,000 but not over $1,250,000

Over $1,250,000 but not over $1,500,000

Over $1,500,000 but not over $2,000,000

Over $2,000,000 but not over $2,500,000

Over $2,500,000 but not over $3,000,000

Over $3,000,000 but not over $3,600,000

Over $3,500,000 but not over $4,000,000

Over $4,000,000 but not over $5,000,000

Over $5,000,000 but not over $6,000,000

Over $6,000,000 but not over $7,000,000

Over $7,000,000 but not over $8,000,000

Over $8,000,000 but not over
$10,000,000.

Over $10,000,000

The tax shall be :
1,250/c of the taxable gifts.
$62.50, plu 8.25% of excess over

$5,000
$225 plus 5% of excess over $10,000.

725 lus 6.250 of excess over $20,000.
11,890,lus 8.25% of excess over

$30
$2.1 ,^plus 10.25% of excess over

$40 00
$3.1 nlus 11.5% of excess over
$4, plus 12.75% of excess over

$60000
$9,446, Ius 13.75% of excess over
$.065,0-plus 14.5% of excess over

$6 eld0,.lus 16% of excess over

$1e R 5 plus 16.75% of excess over

$48,160 plus 17.75% of excess over
$1,000,000.

$19565, Plus 19% of excess over
S1,250,000.

$2 9,565,plus 20.5% of excess over
$1,500,0.

$342,065,o pus 23.5% of excess over
S2,000.00

$4 9,565, lus 24.25% of excess over

$50.15- O0 - 25.75% of excess over

$709,565, plus 27% of excess over

$8 , 0slUe 28.75% of excess over

$1 5,p3iFdlus 30.75% of excess over$50000.
$14665, plus 32% of excess over~6 060 60
$1,746,065, plus 33.4% of excess over

$7,000000.
$2 01,05, plus 34.5% of excess over

f8 000,000.
$2,711,065 pus $35.25% of excess over$10,000,00."

SEC. 10. Section 3402 of the Internal Revenue Code of 194 (relating to collec-
tion of income tax at source) is hereby amended-

(a) by inserting in subsection (a) after the letter "(a)" the number "(1)"
and adding a new paragraph (2) to read as follows:

"(2) REDUCTION OF WITHHOLDINO TAX.-In the case of every employer
making payment of wages, the rate of tax imposed by paragraph (1) shall,
subject to the provisions of section 22, be the rate specified in the following
table for all wage payments made after the date provided In the following
table:
"For payments made after: The withholding tax rate Is:

June 30, 1962 ------------------ 17.1 percent.
December 31, 1963 ---------- 16.2 percent.
December 31, 1964 -------------- 15.3 percent.
December 31, 1965--....-14.4 percent,
December 31, 1966------------ 18.5 percent."

(b) In subsection (c)-
(1) by inserting after "withheld under subsection (a) :" the follow-

Ing:
"(A) FOR WAGES PAID AFTER DECEMBER 81, 1954 :"
(2) by adding at the end of the tables in paragraph (1) the following:
"(B) Foa WAGEA PAID AFTER JUNE 30, 1962:
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2876 REVENUE ACT OF 1962
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2880 REVENUE ACT OF 1962
11 "(D) FOR WAxGES PAID AMERr DECEMBER 31, 19 64:

"If the payroll period with respect to an employee Is weekly-

"AdIwee And the number of withholding1 exemptions claimed Is--

I01111111- tm n---
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$14 ..... . 5.. .0 . IN 0 4) 6 0 0 0 0 0
its $1; 40 An 4 ) 0 0 0 0 41i 0 0 0

$7 ... .. 60 0 o0 (1 0 ,) 0 0 0
,, . .. .. 0 00 0 o 0 0 01111 2 . 0 0 . 0 0
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REVENUE ACT OF 1902

"If the payroll period with respect to an employee Is biweekly-

"Amd the ag ad Illo aber f 4nhSdag m mM ds

1101111- Sbha-
IThe samea of Ite to witheld s@"l Ie-

S.
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$.....
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540 ....
in.4...
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$118
$10
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$52.
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1146..
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5322 .......
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834..
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$102..
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S0 nd over ........
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4.40
4.70
6.00
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6.70
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8.60
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7.20
7.50
7.80
8.20
8.40
8.70
9.00
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9.60
9.90
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10.30
10.90
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11.80
12.80
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12.40
12.70
13.00
13.90
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14.20
14.80
1480o
15.10
15.80
15.60
16.10
1M40
16 70
17.00
17.30
17.60
17.60
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18 70
29.30
19.60
20.80
21.10
21.70
22.30
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23.60
24 20
24.60
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26.60
27.60
27.80
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30.30
31.40
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34-40
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42.10
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8.70
9.00
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9.60
9.90
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10.60
10.90
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13.00
13.30
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14.60
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15.30
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17.70
11 40
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24.50
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.60
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4.70
5.00
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11230
11.90
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13.60
14.40
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15.60
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17.40
18 10
18.70
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20.50
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2.00
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33.60
12.60
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14.70
15.30
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17.70
18.40
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21.00
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27.10
28.60
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31.70
33,20
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4.60
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5. 0
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S2. gO
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12,80
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5.80
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8.00

9.2 09680
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17.60
19.30
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23. 70
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27. 50
30.0
33.70
36.70
29.50

.30

.90
1.80
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2.80
3.40
4.00
4.60
5.60
6.,0
4.40
7.50
9.00

10. 60
12,30
23,60
15. 20
16,70
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19. 70
22.30
23.60
26.60
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35.6

0
0
0
0
0
0
0I
0
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0i
0

.0
3.20

14,20

1.80
2.40
2.50
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6.60

8.20
9.60

12.70
34.20
25.80
27.30
19.60
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25.70
28.80
31.60

0
0
0
0
0
0
0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

0
0
0
0
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0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
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2.0
4.0
5.0

7. 2D

0
0
0
0

23.60
59.70

10.90

31.6

13 3
15.6

38.7

24.60
27.80

.20
1.70
3.60D
4.70
&30
7.60o
9.30;11.60

14.70
27.70
20:80
23.60
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REVENUE ACT OF 1982

"If The PregtWk with rod tos eanoyee I. ubndmoty-
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REVENUE ACT OF 1962

"If the payroll period wil repeat to sn employee Is montldy--
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X130
27.0
28.90

21.40
3 3.70
34.90

I37.00
40.10
43.10
4M20
49.30
52.30
1.440
61.0
64.61)
69.20
75.30
91 40
57.20

99.90
103.0
12200
I19. 10
124.20

so
0

0
0
0
0
0
0
00

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0~
0
0

I0
:0

9.10
4.30

9.70
8,00
9920

10.40
160

32.90
04.20
10.20

Moo

25.40

25230

31.50
34.90
37.50
40.700
43.80
49 90
49 5o
02. 90,
A100

66.70
72.90
79.90
95.10
91.20
97.30

10340
10950
113.)1

0
0
0
0
0
0
0
0
0
0
0

o.80
0 1o
430
.0

170

9.20
10.40

14.2I0
15.30
1160
17.7010e. go
23.002&.00
29.10
32.10
35.2038.30
41.30
44.40
47.40

200

64. W
70.40
76. 50
92.40
9.709490

201.9)0
107.10

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

40
6.30
190
.20

41.30

170

20

1130

2.70

30.90
46.90
49.50

61.90
67.90
74.10
90. 2D
S&130
92.40
98,90

3.40
140
9.0

22.00

21.70
00,30
32.40
3X.90
44.70
90.90
61 90
G&.90
60.90D
75.30
91.40

1.3 percent ot t zonI over $I,000 p == -

2883



REVENUE ACT OF 1902

'If the payroll period with respect to an employee Is a daily payroll period or a
miscellaneous payroll period-

"And Ot waglo And the mumber of wlthholdlgalemlploms caimod 2.-
divided by Mhe au,.her ~r l$ Insuich Oo
Ruors 9 or-

bs~sIsse I 2 3 8 4 8 8 1 71' 8 awn00

s9o .......
82.00 ......

$2.115 ......
2.50 ......

75.? ......3.80 ......

84.75 ......
85.0.
25.25.,S&, ......
25.75 ......$6.00 ......
86.25.
20.60.
20.75.

V.25 ......
$7.5 ......
$7.75 ......
20.00 ......
r8.25.

20.75.
$9.00 ......
19 5 ......

$92.
80.75.
110.6.....

$1sLO ......

12.50 ......
120 ....
812.0 ....sl(O5O .....
13.00.

12.50.

82560.

823.50.

11.00 .....

827.00.....

8280.....18.50 ..

18.50 ..

$23.00 ..
824.00 ..
826.00 ..
827.0..
12.0 .....
829.10..

The mzouat of kse So be withhold shafl be the folIewl amnst mnUlipted by
she number of days In each pelod-

2.60....

22.2....

3.7....*
8.0....

$725.

7.75..
8S6.
8 5....
88.75...
8.00....

,25.7....

$12....81.5...
82.00....
8.22.5...

82.00 ....
823 5....

$2.00...', 240..

12560...

225 60...
81.00...

11.5...

I329.00...
S29.50...

8060...
21.00...

$22.00 ...
824.00 ...
235.00...,

$26.00 ...
237".0...
$800..

.33

.40

.45

.80

.60
.55
.60

.70
.70
.75
.80
.85
.90
.98

2.00

2.08
2.10

2.15
1.20

.30
1.30
1.40
1.45
2.60
1.60
1. "
2.65
2.70
1.80
I.90
1. 95
2.05
2.20
2.20
2.25
2.35
2.40
2.50
2.53
2.65
2.70
2.50
1.85
1.95

.60
3.25
3.30
3.45
&.60
2.75
2.90
4.06
4.20
4.35
4. 60

I3
.05
.210
.15
.15
.20
.23
.90

.33
.40
.45
.60
.60
.5
.50
.65
.5
.70
.75
.so
:so

.90

.85.
1.60
2.00
2.05
1.20
'120
2.15
1. 20
1.23
1.50D
1.35
1.45
1.50
1.60
2. 70
2.75
2.85
1.90
2.00
2.05
2.15
2.20
2.30
2.35
2.45
2.50
2.60
2.65
2.75
2.83
3400
3.25,

30
3.45
&.60
& so
3.95
4.10
4L.23

so
0
0
0
0
0

0

.10

.20
.21
:30
.20

.40

.45

.48

.80

.53

.60

.65
.70
.75
.75
.80
.43
.90
.90
.95

1.00
1.10
1.15

.. 40
2.50
2.53
1.85
1.740
1.80
2.53
1.05
2.60
2.10
2.15
2.25
2.30
2.40
2.45
z.60
2.75
2.90
3.05
322
8.5

3.60
3.55
2.80
3 .95

80
0
0
0
0
0
0
0
0

0
0
0

0
0
0
0
0
0
000

.05
.10
.25
.20
.20
.23
.30
.35
.35
.40
.45
.5
.60
.70
.80
.95

1.00

1.30
1.40
1.45
1.55
1.60
1.70
1.75
1.835

105
120
135
2.30
1.65
I.8o

3,1l5.20
3.40

.08

.10
.11
.20
.28
.35
.40
.50
.60:
.63
.75:.80
.90
.95

2.053,01

1.20
2.25
1.25
2.40
2.50

1.65
2.75

I1.90
2.05
22D
2.35

1610

2.70
1,85
2.00
1I5

0
0
0
0
0
0
0
0
0
0

0
0
0
0
0
0
0
0
0
0
0
0
0
00
0
0
0
0
0
00
00

.05

.15

.20

.30

.40

.45

.5

1.8.75
.85
.90

1.00
1.05
1.25
1.20

1.35
3.60
2.65
1.80
1.95

12
1.40
2.55
2.70
2.85

so
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0,
0
0
0
0
0
0
0
0

0

.10
.1$
.23
.35
.40

.53

.65

.70

.80

.83

.96

.600
2.10
1.72D
2.35
2.50
1.68
1.80
1.95

2.30
145
1o

so
0
0
0
0
0
0
0
0
0
0
0
0 '
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
a
0
0
0
0
0.
0
0.
0
0
0
0 ,
0
.0
.15
.20
.30
.35
.45
.30
.40
.65
.75
.80
.85

2.10
1.25
1.40
1.55
2.70
1.85

130

,05
:10
210
.1
.20
.25
.25
.30
.35
.40
.40
,45,80
.65
.60
.60
.65
.70
.78
.80
.90

1.0
1.05
1.20

1.30
1.35
1.45
1.50
1.60
1.65
1.75
1.80
1.90
1.95
2.05
.10

2.20
2.30
2.45.60
2.75
L.90
3.10
8.28
2.40
3.55
&.70

23
0
0
0
a
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
o
0

0
0
0
0

.0
.05
.10
.20
1.0
.o6
.70

.85
1.0
1.15
2.50

1.60
2.75

15.3 pswot of ths eiam Over on0 plus-
1

to .014 3 71381&2111120 L0O1 8
"(E) FOR WAGES PAID AFTER DECEMBER 81, 1965 :
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Allwt-I Boston
Isa0-

.20

.15

.25

.30

.40

.45

.55
655
.8o
.935

1.80
1.28
1.40
1.60
2.751.90
205

430.00 sad over ......

I [- _ , q ,.. , ... .



REVENUE ACT OF 1902

"If the payroll period with respect to an employee Is weekly-

"And db waee And i*A number of wthboldind eemptoe claimed h.-

Bll low

.........' sIJI .......14 .....
1t4 ........ 16s .....sl5 ........ iso...
1o ........ i1s...ist .... . .....
ms........ 19 ....

Sig ........ L ......
M ........ $21 ......
$21 ........ $ ..
Imn ........ .g o.

$24 ........I ......
1:6........ $26 ......
IN ........ 12'7 ......
$27 ........ S9S .....
$a ........ W .....
S29 ........ SMO ......$3 ....... 1 .....
$,11 ........ 33 ......
s32J ........ S33 ......
$33 ........ $34 ......

us... 1,......
$35 ........ $37 ......36 ........ 37 ......

Wr ........ $41 ......
63 ? ....... 32 .....

42........ $43 ......
11........ 44 ......
4I ........ $4 ......

so ........ $4. ......
$43 ........ 4 .....*$47 ....... 1,1 ......
$4,5 ....... 140I ......
$49 ........ 4W ......
S 1 ........ 91 ......
51 ........ 52 .....
53 S ......
.4...... 5 ......

$3l ........ $5 ..
sm3 ........ :13, ...

.2 ........ 80.:

fe,) ........ $,5 ......
........ $67 ......

5........ $3 4.....

$., ........ u$69......

leM ........ $70 ......
$70 ........ in ......
in4 ........ s74 ......
165 ........ 374 4 ......

....... 10 .....

s7 M ... $90 ......
ass.. 5......
7 .... S8 ......
$84 ........ 3 1 ......

sm8 ........ $80 ......
us0 ........ M, ......
4904 ........ $92 ......
Sn ........ 194 ......
94........ ......

4VA ........ $98 ......
$04 ........ s1 ......

110....110. ...... $1.....

$110 .......$i ..
$11o ....... $120 .....
S115 ....... lO...
$120 ...... . ....
$113 ....... $10..0134 ....... 841 .....
,3. ....... 3440.....

$1 0 .. .. $1W .....

344, ... 86..

$54 . 7160 .....

548o ....... 38.

SOmad ov ........

1.4 o

110
120
8.40
10
2.70
2890
3.00
3.10
8.20)

3. to
4.308I.40
3.70
8.80
4.00
4.10
4.20
4.40
4.60
4.70
4.90
1.00
310

6.20
6.40
3.80

& io1740

3.00
6.10
1230
1 40
&.60

7.00
7.10
7.30
7.40
7.40
7.70
7.30
I.00
3.30
1 40
8.40

13.50

tlo
5. 40
9.40
0.0

10. 20
10.850
143.o
11.10
11.40
31.70

13.30
13.40
13.70
34.00

15.80
11 20

17.60
18.40
19. 10

2130
23.80
2& 20
x140
2930

.10

.20

.40

.0

.60

.SD

.90
3. 10
1.20
1.40
1.50
1.70

1.90
1202.10

3.40
2.80
3 70
2.4o
2.0
3.10
3.20
3.40
3.80
3.70
3.80
4004.10
4.20
4.40
4.80
4.70
4.30
100
6.10
130
&40
8.0
3.70

so
&00
6.10
1,30
1,40
6.40
6."0
*.90
7.20
7.80
8.30o1.40

.40

11.50

10.10
10.40
13.90
10.20

17.90

19.80O12.40

110
10.80

13.20
1.0
31800
13.40
12.90
2'30
14so
15, 0

Th asnal alias b. wihhed sa be--

.0
.20
.40
.80
.60
.3
.90
1.30
1.20
3.40

1.53.8

1.70
1.80
1.90
2.10
120
140
180
3.70
2.3
3.90
3.10
2.20
.40

13.
4.00
4.30
4. 2D
4.40

4.70
4.81
6.00

5.20
&.8
1 20
1 0

&20
60

tic
9.40
8.60
9.0
0.20

11. ,00
11.70
12.20
13. 20
33.50

110
1180
37. 80
13.60
20.00
28.60
20
24.30

.10
.:0
.40
.3
.90
2.10
1.20
1.40
1.80
3.20
1.10
3.90
230
2.20
2.40
2.80
2.70
2.60

3.20
3.30
3.70
4.00
4.20
.60

go20

1.80

a. w
.00
1230

7.20
7.150
7.80
8.10
8.40

9.108.50
10.00

12.00

'3.50
14.2D
14. 00

M17010

23.00
2250

.10
.3
.40
.50
.40

.10
1 . 3D
1.2o
1.80D
120
1.40
1.70
1OD
3,30
3.60
3.9
t 3D
t so

4. D
.3

8.90

8. 20
5.80
8,80

8.70
9.40

10.30
10.50
1o. 6
1220DWIO

13.0

127.70
19.30
20.00

5

.30

.60

.90
1.20
1.40
1.70
190
2.30

& 70

4.004.30
4.00
4.90
& 40
&10

7.113.20
9.00
8.70

10.40
11.20
11.00
14.,40

17.303.70

.30

.40
.70
1.00
1.20
1.40
1.90
2.40
2.40
2.70
&00
3.80
4.20
5.00
&.70
1.40
t 10
11.10
7.80

1.60
14.00
1& 40
10 

.20.00
.3o

:3.401.20

0

3.70
7.40

110

1.30

0 .70
130
13.0

1.20
1.90
2.70
3.40
4.10
4.0
630

7.20
10.20
11.70

M110

0 15
0 10
0 130
0 100 *0
'0 00 0
0 U1

'0 1)0
0 0
0 0
0 0o 0
0 0
0 0)
0o 0.100 0

1.50 0
2.10 .4W
3.00D 1.10
&ar- 1.0
4,.40~ 2180
&.80 3.60
6.3o 3.00
&.70 &380

11,2 tN 940

14.4 p..os.of the aw over $200 plus-

--- s 23103.3210 I Ii~o Msancjoo a
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REVENUE ACT OF 1962

"If the peyrell period with respect to an employee Is biweekly-

"And do Ad &b numb of ullbboldlag mmaI dobod 1b--

lw.-

looethiod--b-The mienun efla h o be Wlbeld N k.-

70o ....
11109 ....

610 ......
3I02.....

114 .......
103 ......

l134 .......

ix0 .......

$825
140.

440 .......
114 .......

1132 ......

111 .....

5276 .......

slll .......
1184 .......
$198 .......

6192 ......

Six6 .......

40 .......

Wo4 .......
sm41 .......
sm8 .......

S140.

I6 .......

sm61 .......

sm20.

51250...
3270 ...
$t230...
6250...

3240 ...

835::.

in11 ......
inl ....

z 1s ....
so ......

86.

I 14 ..

670.:::

876 .....
8 7.....

le ......

$a .....
I .....

sm17 ......

i$104...
sloe: ..:

11844..

6102.

[ 1w .....

1200.1210.....

$22.....

5240.
25.....

3W3 .....

1140.::
1144.

and ov .......

"45 % O

c50
t00

&20
&50

1.10

1.4040

M,80

100

11,40
10.50

13-00
10

1M.40
1&.70

14.00

14.80
2 10
15,40
13.70
Il( O

14.00
14.50

16.10
170

17. 80
2100
110

3.40
21.0

22 2D220
230
2390

24.10
25,10
25.50D.25.80

27.40
27.40
25.20

'32.40
33,.91
35.30
X170
30.00

4200
'42.20440
47.00
50.40
3.30

A120

10.40
.70

1.00

1.90

3.40
170
&00
&80
10
too

480
&O
'50.50

&.80

8.90

&so1101.0

&8.0

79 09.40
9.40

9.80

10,301150

11.40
11.7012.00
1220

12.701 10

23.40
13 80
14 40
1500
... 30
16 .01670
17 30
17.90
i8 40
10.00
1940

21.30.
21.90
22250
23.00

123-00
24.20
24.40
2&80
27. 20
21L70
30.20
21.50
33.00
34.40

37.30
33.70
40.60
48.50
41.70
49 52
a140

.10

.40

.70
1.iOD

1.60
1.40

140
170

1.560
&.50
4.40
4.50
4:.80

&10
8.90
t440
6.50
1so
7.10
7.80

7.90

'50
&0
9.10
9.40
9.50

20.10
10.7013. 2DO
11.80
12.40
13.00
13.60
14 10
14 70
15 30
12,40

17 00
17.50
18. 10
M3.70

19.40
19 90
2, 0
21. 0
2100
23.50
24.90
26.40
27.50

30.70
12. 10
33.00
3600
37. 2
40.00
42.90
4.50
4 70

.10

.40

.70
1.00
1.30

1.90
1S0
140
170

&.40
& O
3.40

4.40
4.80
4.40
&0

7.50

&10
854

9.80
10.40
10.90

22.50

12 70
13 9)
I&GO14.40
15.60
15.10

M67027.40
1340is 30
19.70
21. 2
22,50
24.00

21 40
23.50

31. 2D
3340
30. 2
440K

u
0
0
0
0
0
0
0.
0
0
.10
.40
.70

2.00
1.40
1.50
2.90
120
250
S.30
3.70
440
4,0
8.50
6.00
6.50
7420
7.50D
5.40
$go
9250

10.10
20.70
11. 2D
11.50
12.40
13.00
22.20
24530
2400
17.40
13.91
20.230
22.70
23.2D
24.500
20. 10
27.230
20.70
320
3140
36.40D
41.40D

0

0
0
0
0
0
0
0
0
0
0
0
0
0

.5

1.70
2.40
2 .90
5,50
4.00
4.60
&52D
6.50
6.40
6.40
1.50
&.10
6.500
9.40D
9.50

10.40
120
12.70
15.120
1M.60
13.00
29.40
40.490
22.30
2a580
25.90
X1so
32.70
346W
07.40

I0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

.0

.0

1.40
2.00
3. 2D
&.70
4.30
4.40
& 50
100
7.10
3.so

24.30
2M.?0
17.10
23.0
2D. 00
22. W
25. 10
27.40
40.50
33.70

I0
0

0
0
0
0
0
0
0
0
a2
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
00

S-0

1.0
110
1.0

20
2&.X0
3.4 0

0
0

3.0
00

4.60
8.40D
7,40
5.60

10.40
22.4
11 70
1940
21850

14.4 Pemawl of th 810eM over 8400 plas-

57. I.g8. 20 1 & 36 1. I. 10 2&L80 21.60
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REVENUE ACT OF 1962

"If the payroll period with respect le an employee Is semimonthly-

"Amd th WS And Ste nmhe, of wilboldinl ouempIons edaimed im--

0 1 1 3 4 8 6 1 low

keot- tbn-- lb.monIt o' t to) be withheld Ishalt e

$m .....
1323 ......

$34 .......

53 ........

62 ...

64......
so8 ........
$70 ........
$70 ........
$70 .......
$4........
$8.......$54 ........

380 ........

82........
$94 ........

$96 .......
$98 .......
$t00 .......$10

554

$I o .......
$108 .......
$110 .......
$112 .......6114
$116
$118 ......
1124.....
$12....
$136 .......
$110 .......
$144 .......
$148 .......$152

116 .......
$1I4 .......$168

5172

576 ......

$SOD .......
$1874 .......
188 ... ....184 .......
112 ......

S2I) .......

510....

$210 .......
$2"20 ......
$23 ......
$240 ......$2 ..
$26,0 ...
$270 ......
$280 ......
$24 0 ......
$30D .......
S.2 ......
$340 ......$310 .......
$390 ......
1401 ......
$420 .......
$40 ......110 ......
1480 .......

$34.

32.

$,2 ......
sm......
sm2 ......

$2......

534..
531..

$0......
$7......

$74 ......

$76 ..
$78.

SSW
542
S4

$6.....

VA ......

$48

so.....
$12.....

$104 ......
81......
$11 .....
$112 .....

$12 .....
$13.....
$140 .....
$144 .....

6118-..
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SW. 11. Section 6015 of the Internal Revenue Code of 1954 (relating to
declaration of estimated income tax by individuals) Is hereby amended by
inserting in subsection (c) after the phrase "the individual estimates" where it
first appears the following: ", on the basis of the tax rates In effect on the last
day prescribed for the timely filing of the declaration of estimated tax."

Sc. 12. Section 6016 of the Internal Revenue Code of 1954 (relating to the
declaration of estimated Income tax by corporations) to hereby amended by
Inserting in paragraph (1) of subsection (b) after the words "the corporation
estimates" the following: ", on the basis of the tax rates In effect on the last day
prescribed for the timely filing of the declaration of estimated tax,".

The CHArRMAN. The first witness is John L. Connolly, Council of
the State Chambers of Commerce.

Take a seat, sir.

STATEIENT OF 70!N L. CONNOLLY, ON BEHALF OF MrMBE STATE
CHAMBERS OF THE COUNCIL OF STATE CHAM OF COMMERCE;
ACCOPANIWl BY EUGENE F. RINTA, EXECUTIVE DItECTOR,
COUNCIL OF THE STATE CHAMBERS OF COMMERCE

Mr. CoNNoLLY. My name is John L. Connolly. I reside in St. Paul,
Minn.; I am general counsel of Minnesota Mining Manufacturing Co.
I am chairman of the Federal Finance Committee of the Council of
State Chambers of Commerce, and I appear before you on behalf of
the 28 State and regional chambers of commerce which are listed in my
statement.

I have with me on my right, Mr. Eugene Rinta, who is executive di-
rector of the Council of State Chambers and a resident of the District
of Columbia.

Senator CAELSON. Mr. Chairman, if I may state, I am pleased to
note Mr. Connolly is representing the Kansas State Chpmber of Com-
merce, as one of them. I have known Mr. Connolly and of his great
background as a tax accountant and attorney counsel and attorney, so
I want our people back in Kansas to know t&ey are well represented.

Mr. CONNOLLY. We direct our remarks to the subject of tax on
foreign income. In addition, I would like to submit for the record our
views on certain other features of H.R. 10650.

SFCION 6

Section 6 amends section 482 of the U.S. InIternal Revenue Code of
1954 by adding a new subsection which contains specific factors to
be used in allocating income derived from purchases and sales of goods
between American corporations and their controlled foreign sub-
sidiaries.

We are not opposed to any changes that are necessary but we feel
that the proposal is not necessary.

Section 482 now authorizes the Secretary or his delegate to dis-
tribute, apportion, or allocate gross income, deductions, credits, or al-
lowances between or among organizations, trades, or businesses, if he
determines that such distribution, apportionment, or allocation is
necessary in order to prevent evasion of taxes or clearly to reflect the
income of any organizations, trades, or businesses.

We feel that the present section is clear and gives the Secretary all
the authority needed to prevent evasion of U.S. taxes, or clearly to
reflect the income of any organization, trade, or business.

2895'
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Section 6 contains broad rules but does not provide any definite
formula to be followed. We feel that the suggested changes will do
more harm than good. The definition of an arm's-length price con-
tained in the proposed section is restrictive.

Most manufacturing companies sell their products to distributors
and not to other manufacturers. In sales to distributors the distribu-
tors perform the necessary selling function which when sold to a con-
trolled foreign corporation will have to be performed by the pur-
chaser. In no event should there be quarrel with a selling price for
U.S. purposes if the domestic corporation sold to a controlled foreign
corporation at a price which included approximately the same margin
of markup as was made on domestic business after reduction for such
cost factors as further processing, packaging, sales, distribution, ad-
vertising, and transportation not required to be performed by the
domestic corporation. In some cases a lesser price is fully justified.

SECTION 11

We are opposed to section 11. The present provisions for determin-
ing the foreign tax credit have been in the law for many years. We
agree with Congressman Curtis of Missouri when he said, as set out on
p. B 33 of the report by the Committee on Ways and Means of the
House:

Thus, the gross-up proposal as contained in H.R. 10050 Is fallacious in prin-
ciple, Inequitable in result, violative of treaty obligations, and dangerous in its
economic implications with respect to America's role In international trade.

It requires the corporation to take into income amounts that have been
paid to some foreign government that have not been received and never
shall be received. This raises a serious constitutional question that is
hereafter developed in detail in this statement. The section is also
contrary to many U.S. tax treaties with other countries.

Secretary Dillon is not satisfied with the change in the foreign tax
credit under section 11. He suggests that the foreign tax credit on
investment income be computed separately and apart from the foreign
tax credits on other income.

SECTION 13

We are opposed to section 13. This section sets apart certain kinds
of income received by controlled foreign corporations and taxes such
income annually to U.S. shareholders. These types of income include
personal holding company income, income derived from patents, copy-
rights, exclusive formulas and processes, insurance premiums on U.S.
risks, income derived from foreign base company sales, and the earn-
ings of controlled foreign corporations due to increase of their invest-
ments from earnings in developed countries.

We in the Council of State Chambers of Commerce have long had a
policy that no taxpayer should be permitted to avoid his legal obliga-
tion to pay taxes to the U.S. Government. On the other hand, we
are opposed to placing all taxpayers operating in these countries in a
straitjacket because of tax evasion by some. I

To the extent that some American taxpayers may be shifting to
controlled foreign corporations income derived from patents, copy-
rights, exclusive formulas and processes, insurance premiums on U.S.
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risks, and from base company sales or purchases between the domestic
corporation and a controlled foreign corporation, we believe the prac-
tice can be halted by adequate enforcement of the present section 482
of the Internal Revenue Code. There is no evasion of U.S. tax on in-
come derived from purchases and sales between controlled foreign
corporations organized and doing business in different foreign coun-
tries. Taxation of such income to U.S. shareholders would be an un-
warranted interference by the Trcasury in the economies of other
countries. This would be equally applicable to intercorporate divi-
dends and interest paid or received between controlled foreign corpo-
rations in different countries.

To tax U.S. shareholders on the current undistributed income of a
controlled foreign corporation which is a bona fide operating corpora-
tion is unecoromic, has never been attempted, and, in our opinion, is
unconstitutional. If this radical policy is adopted with respect to for-
eign corporations, what will be the next stepW Our views on the
constitutional and economic questions are discusssed in the detailed
statement which follows.

Secretary Dillon is not satisfied with the provisions of section 13,
drastic as they are. As we understand his testimony before this com-
mittee on April 2, he urges that U.S. shareholders be required to
report and pay income tax annually on their proportionate share of
profits earned by any controlled foreign corporation organized under
the laws of a developed foreign country.

The Congress should consider the provisions of section 13 not only
as an internal revenue measure but as legislation directly relating to
our foreign trade and economic policies. The section deals with ex-
ternal trade and taxation in several ways, including the taxation of
income from transactions between two or more controlled foreign
corporations and taxation of earnings of a single controlled corpora-
tion because of investments in expansion or diversification. We feel
certain that no foreign country would long ignore this indirect U.S.
tax on trade between and among foreign countries.

In view of the implications of section 13 and other sections relating
to the taxation of foreign income, we strongly urge that they be re-
ferred to the Joint Committee on Internal Revenue Taxation and to
the Foreign Relations Committee for their thorough study.

The pertinent constitutional and economic questions relative to
sections 11 and 13 are discussed in the pages that follow.

THE CORPORATION CONCEPT

A corporation is a separate and distinct entity created by law and
having the same characteristics as a natural person. It can own
property, sue and be sued, have a domicile, enter into contracts and
so forth.

The corporate concept was developed to satisfy the needs of the
commercial world-to facilitate the pooling of capital in a common
owner separate and distinct from the shareholders.

This concept has been fundamental in the Anglo-American system
of jurisprudence.

Our courts have consistently and uniformly respected the integrity
of the corporate entity and have refused to disregard it except in those

82190-462-pt. T-4
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cases where the corporation is used to work a wrong, evade statutes,
or where it is an alter ego of the'shareholders. 1

U.S. HISTORY OF TAXING THE CORPORATION AND ITS SHAREHOLDERS

Congress in enacting income tax laws-with the exception of the
Revenue Acts of 1913, 1916, and 1918 and the Foreign Holding Com-
pany Act of 1937 hereinafter noted-has imposed the income tax on
the corporation and not the shareholders.

The Revenue Acts of 1913 and 1916 provided that if a corporation
was formed or fraudulently availed of for the purpose of preventing
the imposition of the additional income tax upon its shareholders,
then undistributed profits of such corporations should be reported as
income by the shareholders. Although the requirement of affirmative
fraud was eliminated from the Revenue Act of 1918, the requirement
of tax evasion remained."

The Revenue Act of 1921 eliminated the provision requiring
shareholders to report corporate earnings and instead imposed a pen-
alty tax on the corporation if formed or.availed of for the prohibited
purposes.' This change was made by reason of the Supreme Court
decision in the Einer case.5 At that time this committee said that
the case cast considerable doubt on the constitutionality of the existing
law.6 Presumably this proceeded from a doubt as to whether imposi-
tion of the tax was strictly limited to cases of sham and evasion.

The testimony taken by the Joint Committee on Tax Evasion and
Avoidance of 1937 showed that foreign personal holding companies
were being utilized by citizens and residents of the United States as
a device for tax avoidance purposes Income which would otherwise
be subject to Federal income tax was being diverted to and accumu-
lated in foreign countries in order that the American shareholder
would escape being taxed. To prevent evasion, Congress enacted
legislation which taxed the income of the foreign personal holding
companies to U.S. shareholders whether such income was actually
distributed or not. However, Congress did not attempt to tax the
earnings to the shareholders of genuine foreign operating companies
or widely held holding companies.8 Congress has made no material
change in the foreign personal holding company provisions since 1937.

It must be emphasized again that at no time in the past has Con-
gress attempted to tax the undistributed profits of a bona fide operat-
ing company to its shareholders. Nor have the courts ever intimated
that the profits of a bona fide operating company can ever be taxed,
without severance, as income to its shareholders. The statutory en-
actments referred to in the Revenue Acts of 1913, 1916, 1918 and 1937
are no more than a congressional declaration of policy within a con-
ventional constitutional framework which, even without the statute,
clearly permits any court to look through the corporate entity where
the corporation is formed or availed of or purposes of tax evasion.

Fletcher, "Cyclopedia Corporations." vol. 1 see 25 et seq.
Revenue Act of 1913, see. IL subsec. 2; Revenue Act of 1910, see. 8.

* Revenue Act of 1918, see. 220.
' Revenue Act of 1921, sec. 220.
a U.S. Constitution. amendment 16.
0 Ways and Means Committee, 67th Cong., 1st sess. H. Rept, 350.
'Report of Joint Committee on Tax Evasion and AvoIdance, Aug. 5, 1937, Ways and

Means Committee, 75th Cong., Rept. 1546.
$ Revenue Act of 1937, sec. 201.
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The proposals in H.R. 10650, to tax U.S. shareholders, disregard the

distinction between the substance of legitimate business ectivities and
corporate sham. In our view the history of the income tax laws en-
aced by Congmss after the adoption of the 16th amendment clearly
indicates that Congress has fully recognized the great body of judicial
decisions to the effect tha.t the corporate entity should remain inviolate
except where the corporation is used to work wrong, evade statutes,
or where it is an alter ego of the shareholder.

THE CONSTITUTIONAL QUESTIONS RAISED BY H.R. 10650

The power of Congress to tax is granted by article 1, sections 2 and
9, and the 16th amendment of the Federal Constitution.

It is not proposed that the tax imposed by sections 11 and 13 be
apportioned according to population. Therefore it can be sustained,
!f at all, only under the 16th amendment which permits a' tax oi
income.

The 16th amendment authorized Congress to lay and collect taxes
on income, from whatever source derived, without apportionment
among several States, and without regard to any census or enumera-
tion.'

SECTION 13-UNDISTRIBUTED PROFIT OF CONThILLEMI FORI.ON

CORPORATIONS

In examining the constitutionality of section 1& of the bill we must
determine whether an income tax upon U.S. shareholders for certain
classes of undistributed profits of a controlled foreign corporation is a
tax upon income. If the profits are not income to shareholders, then
it is clear that such a tax would be unconstitutional, without appor-
tionment, et cetera.

What is income? The Supreme Court has expressed itself very
clearly on this subject several times. In the leading case, Einr v.
Macomzber, the Supreme Court said: 10

* * It becomes essential to distinguish between what is and what i not
"income" * * *; and to apply the distinction, as cases may arise, according to
truth and substance without regard to form. Congress cannot, by any defini-
tion it may adopt, conclude the matter since it cannot by legislation alter the
Constitution, from which alone it derives Its power to legislate * * *.

In defining income in the Ei8ner case, the Supreme Court said that
income was everything that became income in the ordinary sense of
the word, after the adoption of the amendment." 21

There can be no dispute that profits and earnings of a corporation
are income. But the question is--whose income? The corporation's
or the shareholder's. The Supreme Court in the Einer case answered
that question by saying that the income was that of the corporation:

* * * (L)ooking through the form, we cannot disregard the essential truth
disclosed; ignore the substantial difference between corporation and stockholder;
treat the entire organization as unreal; look upon the stockholders as partners,
when they are not such; treat them as having in equity a right to a partition of
the corporate assets, when they have none; and indulge the fiction that they
have received and realized a share of the profits of the company which In truth
they have neither received nor realized.

' U.S. Constitution amendment 16.
10 Rimer v. Maomier, 252 U.S. 189, 206 (1919) ; 64 Law Ed. 521.
31 Ibid., p. 204.



2900 REVENUE ACT OF 1982

On the other hand, in Gregory v. Hilvering "2 the Supreme Court
looked through the form and found that the corporation had no busi-
ness or corporate purpose and, therefore, disregarded the corporate
form for the purpose of taxation. This decisionis in accordance with
the judicial decisions of the courts that the corporate entity is only
disregarded in those cases where the corporation is used to work a
wrong, evade statutes, or where it is the alter ego of the shareholders.

If shareholders are to be taxed in respect of the profits of the cor-
poration, the distinct entities of corporation and shareholders is
ignored; the corporate organization is treated as unreal; the stock-
holders are looked upon as partners. The Supreme Court said em-
phatically in the Eisner case: Is

The essential and controlling fact is that the stockholder has received nothing
out of the company's assets for his separate use and benefit; on the contrary,
every dollar of his original investment, together with whatever accretions and
accumulations have resulted from employment of his money * * * in the busi-
ness of the company, still remains the property of the company, and subject to
business risks which may result in wiping out the entire investment. Heaving
regard to the very truth of the matter, to substance, and not to form, he (the
shareholder) has received nothing that answers the definition of income within
the meaning of the 16th amendment.

The Supreme Court has had ample opportunity to overrule the
E ner case had it desired to do so, as, for example, in Helvering v.
Grifths.14 To the contrary, in the Grifflth case the Court explicitly
recognized that the Eisner case was direct authority for the proposi-
tion that Congress may not tax to the shareholders the undistributed
profits of a corporation.

In the cases of Railway Express Agency, Inc. v. Commissioner and
National Carbide Corporation v. Commisioner the Supreme Court of
the United States refused to ignore the corporate entities of subsidi-
aries and to hold that the income of the subsidiaries was income of the
parent. 15

The U.S. Supreme Court in Hoeper v. Tax Commissioner of Wis-
consin, which was an attempt by Wisconsin to tax the income of
Hoeper's wife to Hoeper, said: 1

* * * any attempt by a State to measure the tax on one person's property or
income by reference to the property or income of another Is contrary to due
process of law as guaranteed by the 14th amendment, that which is not in fact
the taxpayer's income cannot be made such by calling it income.

This is precisely what H.R. 10650 does.
In our view the Eisener case was good law when it was decided

and it continues to be the law today. It is our opinion that the pro-
posal to tax undistributed profits of a controlled foreign corporation
to its U.S. shareholders is unconstitutional.

SECTION 1 1-OREI N TAX CREDIT

The bill requires a domestic croporation receiving dividends from
a foreign corporation to report as income annually not only the divi-

s Gregory v. Helverng, 293 U.S. 465 (1934).
IsEisener v. Macomber, su pra, p. 211.
14Ifelvering v. Griffltha, 318 U.S. 371 (194 2).15Rail"' E A . v. Commissioner (1948). 169 Fed. 2d 193, cert. dented

336 U.S. 944. National carbldenv. Commission (1949), 336 U.S. 422.
Is Hoeper v. Tax Commissioner (1930), 284 U.S. 206.
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dend received, but in addition to report as income annually a part of
the foreign tax paid by the foreign corporation.

The Supreme Court of the United States in the Biddle case had
under consideration the right of U.S. shareholders to include in their
returns the amount of dividends received from a British company
and also a part of the taxes paid by the British company to the Brit-
ish Government. The Court, sustaining the decision of the Board of
Tax Appeals, refused to allow the taxpayers to include in their in-
come tax returns a part of the taxes paid by the British company
and to claim as a foreign tax credit the amount of British tax that
was reported by them as income. The Court said: 1'

The Board held that the sums in dispute should not have been included in
gross income, because they represented neither property received by the tax-
payer nor the discharge of any taxes owed by them to the British Government.

We fail to understand how, under the views expressed by the Court
in this case, the Congress can constitutionally require a domestic cor-
poration to include in net income taxes extracted from a foreign cor-
poration by a foreign government since the taxes do not represent
property received by the taxpayer nor the discharge of any taxes owed
by the taxpayer to the foreign government.

No matter how you look at the provision of section 11 it is an at-
tempt to measure the corporation's U.S. tax by reference to the in-
come paid by the foreign corporation as tax to a foreign country.

We trust that this committee will give serious consideration to
these corstitutional questions. Congress and the members of this
committee, as well as the U.S. Supreme Court, are custodians of the
Constitution.

ECONOMIC ISSUES RELATIVE TO TAXING U.S. SHAREHOLDERS ON UNDIS-
TRIBUTED PROFITS OF CONTROLLED FOREIGN CORPORATIONS

The administration has advanced four arguments for taxing U.S.
shareholders on the undistributed profits of foreign controlled cor-
porations. One is that it will improve our balance-of-payments posi-
tion. Another is that it will bring greater equity to the taxation of
controlled foreign corporations in relation to domestic corporations.
The third is that it will increase the domestic investment at the ex-
pense of foreign investment and, thus, will improve employment op-
portunities in the United States. Finally, it is stated that the change
in law would substantially increase Treasury revenues.

THE BALANCE-OF-PAYMENIS ISSUE

With reference to available data on foreign investments and our
balance of payments, it should be recognized that they do not portray
the relationships between the two with anything like the certainty and
validity required for legislative judgments to b based on them.

About a year and a half ago the Department of Commerce pub-
lished a 147-age analysis, "U.S. Business Investments in Foreign
Countries." In commenting on the difficulties and uncertainties in

27 Biddle V. commesioner (1987), 302 U.S. 57, p. 977.
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the relationships of business investments and our balance of pay-
ments, this report, on page 65, declares:

The process of establishing a vast complex of enterprises abroad, and pro-
ducing with these facilities new streams of goods and services, necessarily alters
in many direct and Indirect ways the existing structure of international transac-
tions as well as that of domestic economies. These changes cannot be summed
up In a single measure for several reasons-even for the direct effects the neces-
sary data are lacking, and the indirect effects may take considerable time to
work out and may well consist of changes not capable of measurement.

The Department of Commerce report, on page 67, further states:
A major result of assembling these data on the overall effects on balances

of payments of direct foreign investments is to point up the inadequacy of con-
clusions about these effects based solely on considerations of the relationship
between net capital outflows and income receipts. These two items are highly
significant, but the whole range of international transactions Is also affected
by the investments, as well as the degree and manner of utilization of the
world's resources.

The Treasury appraisal of the balance-of-payments problem ap-
pears to rest substantially on conjecture. It is true, of course, that if
foreign investment should be discouraged by unfavorable tax legis-
lation, the outflow of dollars would be reduced. But the balance of
payments would not be improved in anything like the amount of
diminution of investment abroad. First of all a substatnial part of
the investment is normally spent promptly Yor capital goods and
services in the United States with a consequent return of dollars.
Secondly, once the foreign activity is established, it usually generates
additional exports in the form of materials, parts, services, and even
finished goods. These exports in all likelihood would not occur if the
investment had not been made. Thus, the short-run improvement that
could be expected in our balance of payments from the proposed leg-
islation is more apparent than real.

Over the longer term there is no question at all about the effects of
curtailment of foreign investment. They would be adverse to the
balance of payments. This is clear from the record of recent years,
and it is demonstrated even in the Secretary's own hypothetical case
of a foreign investment which he used to support his position in testi-
mony before the Ways and Means Committee.

TAXATION or FOREIGN EARNINGS TO UT.S. SHAREHOLDERS NOT EQUITABLE

The Secretary asserts that as a matter of equity investments in the
United States and those abroad must be placed on the same basis with
respect to taxation of earnings. There are two points we would like
to make to this argument. First, equity in taxation balls for equal
tax treatment of taxpayers in similar situations. It cannot, however,
be successfully argued that a controlled foreign corporation operating
outside this country is in the same situation as the domestic corpora-
tion operating within the United States. The domestic corporation is
taxed to finance Government expenditures which in various ways, in-
cluding protection, provide benefits to the corporation within the
United States. But the foreign subsidiary, operating abroad, gets
little benefit and, at times no protection, from the expenditures of the
U.S. Government. Seizures of American investments in Cuba and
elsewhere are a case in point. In the list of the entirely different risks
involved in foreign investments, they cannot be considered as compar-
able to domestic investments for the purpose of taxation.
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Equity of taxation also implies-equal treatment of competitors. The
foreign subsidiary is competing primarily with firms in the country
or countries where it is operatng. To the extent that its income is
taxed by the United States in addition to the taxes it pays the foreign
country, it is already burdened by lack of equity. Imposition of the
existing U.S. tax on undistributed earnings would compound the in-
equity against the subsidiary in relation to its competitors.

If it is fair for the United States to tax investments of its citizens in
this manner, it is equally fair for other countries to tax their citizens
in a like manner on their investments in the United States. It is
very doubtiul if the American economy could have advanced to its
present stage of development if the European countries had adopted
such an unfavorable tax policy during the 19th century. If we now
adopt this policy, we feel certain that other countries will increase
their tax rates on our controlled foreign subsidiaries to the level of
our rates for the benefit of their own treasuries. They will do this
because of the operation of the foreign tax credit provisions of our tax
law.

The question of equity with respect to taxation of foreign branch
operations as compared to subsidiaries has also been raised. To this
we would say that their situations are not similar. Where a corpora-
tion takes the option to operate in a foreign country through a branchinstead of a subsidiary, the choice is usual made because of favorable
U.S. tax considerations not available to a subsidiary, such as depletion.
allowances, net loss deductions, capital gains, and so on.

EFFECT OF FOREIGN INVESTMENT ON DOMESTIC ECONOMY

One of the reasons advanced for discouraging investment in de-
veloped countries is that it results in diminished investment and em-
ployment at home. No convincing factual support is offered for this
argument. It is based on the erroneous assumption that the foreign in-
vestment is made in lieu of a domestic investment. There is no as-
surance that such funds would be invested at home if a foreign invest-
ment were not made. But even if they were invested at home, they
might in the long run be less productive and beneficial to employment,
income, and the balance of payments.

In addition to development of natural resources abroad, foreign
investments are usually made to acquire new markets, to maintain
markets which would otherwise be lost, or to remain markets which
have already been lost. None of these foreign investments can be
shown to have adversely affected employment here. If the invest-
ments were not made, the new markets would not be captured, exist-
ing markets would be lost, and markets previously lost would not be
regained.

Once the investments are made, they tend to promote greater em-
ployment and production here. They develop a permanent interest
of the American investor in foreign markets. Products which the
company produces at home, as well as those produced abroad, begin
to gain acceptance in the foreign country. Foreign sales and distri-
bution organizations are built up with consequent development of
new and expanded export business. The result is greater produc-
tion and bigger employment needs at home.
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REVENUE EFFECT ON TAX ON UNDISTRIBUTED INCOME

Obviously, the proposed tax on foreign income would give some
temporary lift to Treasury revenues. It is equally obvious that in
the long run it would adversely affect Treasury revenues. This ad-
verse effect would result from two factors. First, the income avail-
able for reinvestment and production of additional income would be
reduced to the extent of the U.S. tax extraction from undistributed
profits. Second, the proposal would discourage foreign investment
and would reduce future taxable foreign income from the level it
would otherwise reach. Moreover, no evidence has been offered to
support the contention or assumption that if foreign investments were
discouraged, domestic investments would be increased.

Even for the short. run, any estimate of increased Federal reve-
nues would be highly speculative. In view of the paucity of reliable
data concerning the operations of American subsidiaries and the like-
lihood that other governments would increase their taxes on the in-
come of our subsidiaries, it, could be that the revenues realized by
the Treasury would merely be nominal.

INVESTMENTS IN DEVELOPED COUNTRIES HELP UNDERDEVELOPED
COUNTRIES

The administration's proposals are designed to discourage invest-
ment in developed countries while continuing present tax provisions
with respect to underdeveloped countries except for "tax haven cor-
porations."

American investments and business operations in the highly de-
veloped countries have brought benefits to the underdeveloped coun-
tries. Improvements in production and marketing in other highly
developed countries, as well as in the United States, have lowered
the prices of goods and services, brought new products into being,
and increased the availability of new productive facilities and tech-
niques for the underdeveloped countries.

The profits of American business in the more highly developed
countries have provided surplus funds which may be invested in
these countries or in the un derdeveloped countries. The increased
prosperity in the highly developed countries to which American busi-
ness investments have contributed also make it possible for these
countries to share ,Yith us the foreign aid programs for the benefit
of the underdeveloped countries. It should also be feasible for the
highly developed countries to share to a greater extent the costs of
mutual defense measures. These developments should act, to ease
the foreign drain on our gold.

Continuing prosperity in both the highly developed and the under-
developed countries should contribute to a growing demand for
American goods and services. These countries can sell to us only if
they buy from us, because they, too, must reckon with balance-of-
payments problems and the need for gold.
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THE INVESTMENT TAX CREDIT AND OUR INTERNATIONAL
ECONOMIC POSITION

The Treasury has supported the investmziit tax credit as a measure
to encourage the modernization of American plant and equipment,
the lowering of production costs, and the increase of American ex-
ports. Actually, this credit would subsidize some firms which would
increase investments anyway, would not necessarily stimulate the
export industries significantly, and would invite overinvestment by
some firms to gain a tax reduction, in spite of the effects on costs. It
is not clear that the credit, on balance, would materially benefit our
exports and the balance of payments.

At any rate, while the investment tax credit might have some stimu-
lating effects on our economy, other provisions proposed by the Treas-
ury, as previously noted, would seriously penalize American invest-
ment abroad and react unfavorably upon our foreign trade and the
balance of payments.

In our opinion the best way to encourage growth of the American
economy is to reduce our high tax rates and thus lower the tax costs
of our firms at home and abroad. We further feel that urgently
needed reforms in depreciation allowances would go a long way to-
ward speeding up plant modernization, lowering business costs, and
improving our exports and balance-of-payments position.

In conclusion, we reiterate our opposition to sections 11 and 13 of
H.R. 10650 and to the Treasury's proposal to broaden the effect of
section 13 on the grounds of constitutionality and their detrimental
effect on our foreign trade.

VIEWS ON CERTAIN OTHER SECTIONS OF H.R. 10650

In addition to the foregoing statement on foreign income provisions
of H.R. 10650, we wish to submit for the record our views on several
other sections of the bill which are of considerable interest and con-
cern to State chambers of commerce. These views follow:

INVESTMENT TAX CREDIT--SECTION 2

The investment tax credit is a device for reducing the taxes of
businesses which invest in certain depreciable property. It was
proposed by the President as a means of accelerating economic
growth and improving the competitive position of American industry
in world markets through modernization of our industrial plant.

We do not believe that this tax credit device is a desirable method
of reducing business taxes or that it is the best way to encourage
plant modernization. Moreover, its revenue cost would tend to delay
enactment of needed depreciation reform and alleviation of other tax
restraints to economic growth.

As a tax reduction provision, the investment credit is discrimina-
tory. In manufacturing industries it, favors those whose plans call
for large investment in the immediate future and penalizes others
who have largely completed their modernization programs in the
recent past. Public utilities would be given a 3-percent credit as
compared to 7 percent for other industries under H.R. 10650, and
would be allowed no credit under the Treasury's recommendations
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while other industries would be allowed 8 percent. With respect to
industrial firms generally, the tax credit would favor businesses which
are currently growing rapidly as compared to those which have ma-
tured. Also it would favor well-financed companies over those
which lack adequate capital or credit.

By its very preferential nature, the investment tax credit is inap-
propriate as a means of reducing business taxes. When business taxes
are to be reduced-and we believe their reduction is urgently needed-
the direct approach of rate reduction should be employed.

As an incentive for investment in modem industrial equipment and
machinery, the tax credit is a business subsidy since the property
acquired could still be depreciated at 100 percent of cost and it would
needlessly reward concerns which planned to make investments in any
event. 'The member State chambers of commerce in this council do
not seek a Federal subsidy for business. Instead, they favor reduc-
tions in Federal subsidies generally as one source of funds for general
tax relief and reform.

REALISTIC DEPRECIATION NEEDED

Both the President and Secretary Dillon have expressed full recog-
nition of the need to modernize our industrial plant to meet the for-
midable competition of other advanced industrial nations in the world
markets. But this need will not be accomplished, in our view, through
the adoption of the tax credit, even though supplemented with pos-
sible modest administrative revisions in useful asset lives as have
been effected for the textile industry. We need much greater flex-
ibility in depreciating capital assets if the plant modernization objec-
tive of the President is to be attained. Briefly stated, our position is
this:

Business management can best determine the propriety of a partic-
ular method of depreciation and obsolescence in any given case.
Within the limits of sund and consistent accounting, business man-
agement should be allowed to exercise discretion in the choice of the
method and the rates of depreciation and obsolescence. At the same
time, however, the taxpayer should be limited in his depreciation
deductions for tax purposes to the amounts he records in his books.
Such a limitation would reduce the initial revenue losses which might
otherwise occur and would prevent possible abuse of the provision.

In addition to the foregoing provisions, the Revenue Code should
also grant taxpayers the optional choice of asset class or bracket de-
preciation along the lines provided in the Canadian tax law. Under
this system assets are grouped into a relatively small number of
classes-17 in Canada-and specific depreciation rates, or minimum
and maximum rates, are assigned to each class. Thus, the concept of
useful lives is eliminated. If the taxpayer should choose this method
of depreciation, he should be permitted to keep separate depreciation
accounts, as at present, for tax and book purposes.

We urge the Congress to consider at an early date legislation along
the lines I have suggested as the best long-term means of keeping our
industrial plant up to date. We are not very hopeful, however, that
these proposals will be enacted as a part of H.R. 10650. What the
administration apparently is seeking through the investment credit is
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a quick stimulant rather than a long-term solution to the problem of
obsolescence. This objective can be attained by a simple amendment
to section 179 of the 1954 Revenue Code. That section now provides
for an additional 20-percent depreciation allowance in the year of
acquisition of tangible personal property but with a cost limitation of
$10,000 on which the additional allowance may be taken. Removal
of this limitation would provide the stimulus that is sought through
the investment credit but without the subsidy involved in the latter.

LEGISLATIVE EXPENSES-- E ON 3

Section 3 of H.R. 10650 is a partial solution to a problem which was
created by court and administrative decisions. It relates to the deduc-
tion of expenses in connection with expression of business taxpayer
views at Federal, State, and local legislative levels.

There has never been a provision in the Internal Revenue Code pro-
hibiting the deduction of a business expense incurred for the purpose
of influencing legislation. The only limitation has been that the
expense must be "ordinary and necessary." Treasury regulations and
court decisions, however, have created a situation in which all such
expenses are now subject to disallowance.

Section 3 attempts to resolve the situation on a selective basis with
deduction of certain types of expenditures being permitted and others
being denied. Generally, expenses incurred for direct communica-
tions with individual legislators or with legislative bodies are deducti-
ble but the cost of efforts to influence public opinion are not. We fail
to see the logic of this distinction.

Expenses incurred in attempts to influence the general public, or
segments thereof, for the purpose of legally protecting a business
against the enactment of damaging legislation are as necessary to the
business as any other expenses. Without having made the expendi-
tures, the business might no longer be able to produce as much in-
come, or any at all, for the Government to share. Similarly, expendi-
tures are often made by business firms to help promote community
development campaigns involving bond issues. Under section 3 de-
duction of these expenditures would be denied as attempts to influence
the public, although their normal result is improved business condi-
tions and higher incomes.

The provisions of section 3 which deal affirmatively with these ex-
penses are only a partial solution to the problem. For an adequate
solution we urge substitution of the language in S. 467, by Senators
Hartke and Kerr, or H.R. 640 by Representative Boggs for the lan-
guage in section 3. Unless this action is taken, business taxpayers
will remain under a considerable handicap in attempting to compete
with tremendous Government propaganda machines whose activities
they are already helping to finance. Moreover, the denial of deduc-
tion of the expense of communicating with the public, or segments
thereof, under section 3 may be construed as being even more restric-
tive than the present Treasury regulation in that respect.
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BUSINESS EXPENSES--SECTION 4

While the provisions of section 4 are not as onerous and restrictive
generally as the Treasury's recommendations, they still substitute
statutory judgment and the judgment of the Internal Revenue Service
for business judgment as to what expenses are "ordinary and neces-
sary" expenses. These provisions would also create serious complica-
tions for taxpayers in attempting to determine and substantiate deduc-
tions of legitimate business expenses.

We recognize that some abuses in business expense accounts do occur,
but they are the exception rather than the rule. The abuses can be
minimized by better policing on the part of the Revenue Service and
by requiring taxpayers to adequately substantiate the amount and
purpose of deductions.

A more detailed statement of views which we generally support
was submitted by Mr. Clarence L. Turner on April 12 on behalf of the
Pennsylvania and other State chambers of commerce.

GAINS FROM DISPOSITION OF DEPRECIABLE PROPFRTY-SECTION 14

Present law provides for the treatment of gains on disposition of
depreciable property as capital gains. Under existing restrictive al-
lowances for depreciation, this provision provides a sound mean of
encouraging business to replace worn and obsolete assets. Conse-
quently, we oppose elimination of the capital gains provision as pro-
vided in section 14. Upon enactment by Congress of provisions per-
mitting adequate flexibility to management in depreciating assets,
elimination of the capital gains feature would be a logical step.

TAX TREATMENT OF COOPERATIVES AND PATRONS-SCTION 17

We have consistently urged that cooperatives should be subject
to Federal income taxes similar to those imposed upon private enter-
prises. Otherwise, the private taxpaying competitor will surely be
destroyed and the Treasur.y loses not only the revenue it should have
from the cooperative enterprise, but also revenues it previously col-
lected from the taxpaying com petitior.

Under section 17 it is intended to collect one tax upon cooperative
income. Unfortunately, by implying consent of the patron to assume
the tax on paper allocations from a general bylaw and notice, it is
very doubtful whether it will effectively provide a single tax. No one
will know whether it really does until after litigation. Unless the
bylaw consent. provision is to be eliminated, the bill should be amended
to provide that the cooperative, as a related taxpayer, should remain
liable for tax upon any paper patronage dividends determined to
be nontaxable to the patron. We do not like the callous tax-the-
patron approach but, if it is to be followed, it. is questionable legisla-
tive practice to reenact a loophole clearly pointed out by prior court
decisions.

WrIHHOLDNG OF TAX ON INTEREST AND DIVIDENDS-SECTION 10

We oppose this section. Its provisions would add considerable coin-
plexity, confusion, and cost to both the taxpayers and the Treasury
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in the administration of the tax laws, and with questionable amounts
of net additional revenues to result therefrom. Operation of auto-
matic data processing by Internal Revenue Service within a few years
should minimize such tax evasion as is now believed existent.

REPEAL OF DIVIDEND CREDIT AND EXCLUSION--TREASURY PROPOSAL

The House Ways and Means Committee and the House did not
see fit to include in H.R. 10650 the administration's proposal that the
4 percent dividend credit and the $50 dividend exclusion be repealed.
Secretary Dillon, however, has again urged such action by your
committee.

In the light of the basic argument offered by the administration on
behalf of the investment credit-to accelerate capital investment and
economic growth-the proposal to repeal the modest relief now avail-
able to investors from double taxation of dividends is completely
illogical. We certainly agree in the need to accelerate economic growth
but it does not make sense to us to penalize an important source of
capital formation in seeking the objective. Instead of being repealed,
the dividend credit should be enlarged at the earliest practicable date.
This would be a positive move to encourage more investments in equity
capital which is a basic source of economic growth.

The following organizations have subscribed to this statement:
Alabama State Chamber of Commerce.
Arkansas State Chamber of Commerce.
Colorado State Chamber of Commerce.
Connecticut State Chamber of Commerce.
Delaware State Chamber of Commerce.
Florida State Chamber of Commerce.
The Florida State Chamber of Commerce desires to be recorded

as abstaining from the recommendations in this statement with respect
to taxation of cooperatives and patrons.

Georgia State Chamber of Commerce.
Idaho State Chamber of Commerce.
Indiana State Chamber of Commerce.
Kansas State Chamber of Commerce.
Kentucky State Chamber of Commerce.
Maine State Chamber of Commerce.
Michigan State Chamber of Commerce.
Missouri State Chamber of Commerce."

I The Missouri State Chamber of Commerce desires to be recorded as belfeving that the
Revenue Act of 1962, H.R. 10650, contains some very good provisions" therefore, it does
not want to be interpreted as wanting to see this bill killed. Rather it is endorsing a
statement which makes suggestions for improving the bill It also desires to be recorded
on three sections of the bill as follows:

"(1) Inrestment tax credit.-While wa very strongly support depreciation reform andfeel that this is a basic need for a sound tax system, we are not opposed to the investment
tax credit per se.

'(2) Legialative expenses.-We believe that sec. 3 of this bill is a very Important partof the bill that can make a major contribution to successful operation of our democratic
institutions. While we strongly endorse Mr. Connolly's suggestion that this section could
be materially improved by the substitution of the language of S. 467 (by Hartke andKerr) or H. 640 (by Boggs), we believe that see. 3 constitutes more than a move in theright direction, but rather would make a real contribution toward solving basic phases
of this problem.

4(3) Taz treatment of cooperatIves.-Sec. 17 is a step in the right direction, but weare certainly hopeful that the Senate will see fit to strengthen this provision by going
Jiist as far as Is feasible toward equalizing the unfair competitive situation that coopera-
tives now have over their private enterprise competitors."
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Montana Chamber of Commerce.
New Jersey State Chamber of Commerce.
Empire State Chamber of Commerce (New York).
The Empire State Chamber of Commerce desires to be recorded as

having no position with respect to the investment tax credit, the tax
treatment of cooperatives, and tax withholding on interest and divi-
dends.

Ohio Chamber of Commerce.
The Ohio Chamber of Commerce desires to be recorded as endors-

ing the investment tax credit provisions of the bill.
Oklahoma State Chamber o? Commerce.
Pennsylvania State Chamber of Commerce.
The Pennsylvania State Chamber of Commerce desires to be re-

corded as not being opposed to section 11 of the bill which provides for
the gross-up into a domestic corporation's income of foreign taxes paid.

South Carolina State Chamber of Commerce.
The South Carolina State Chamber of Commerce desires to be

recorded as having taken no position with respect to sections 11 and
13 of the bill dealing with foreign income.

Greater South Dakota Assodiation.
East Texas Chamber of Commerce.
South Texas Chamber of Commerce.
West Texas Chamber of Commerce.
Lower Rio Grande Valley Chamber of Commerce (Texas).
West Virginia Chamber of Commerce.
Wisconsin State Chamber of Commerce.
While the Mississippi State Chamber of Commerce has no policy

position with respect to H.R. 10650, it would urge Congress to enact
the Herlong-Baker tax revision bill, H.R. 2030 and H.R. 2031, and theBoggs legislative expenditures bill, H.R. 640.

One other State chamber of commerce in the council-Virginia--did
not have an opportunity to consider this statement prior to its presen-
tation.

I thank you.
The CHKARMAN. Mr. Connolly, I am interested in your discussion of

the investment tax credit.
I think you have made an excellent argument in opposition to it-
Mr. CONNOLLY. Thank you.
The CHAIRMAN. With ;which I fully agree, and I note you close

your statement by calling it a subsidy. We have had quite an argu-
ment among the members of the committee as to whether it was a sub-
sidy or not. I contend it is a subsidy, and I think you say in your
statement that it is a subsidy.

Mr. Co NoLLY. I think we agree, Mr. Chairman.
The CHAIRMAN. I think you have made a very clear statement of

the reasons why the tax credit section should be eliminated from the
bill and I agree with it. I want to congratulate you on your views.

Mr. CONNOLLY. I am sorry, I did not hear that.
The CHAIRMAN. I say I think you have made an excellent argument,

one of the best that, has been made before the commitfee for the dUlP-
tion and defeat of the tax credit provision in the bill.

You are opposed to tax credit, aren't you?
Mr. CONNOLLY. That is correct.
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The credit for the statement on the investment credit is not due to
me; it is due to the members of our committee and our executive di-
rector, Mr. Eugene Rinta.

The CHAIrMAN. I just want to commend you for it because the chair-
man is opposed to the tax credit.

So I am in agreement with you. And I want to thank you. I have
read your statement hastily but I think it is an excellent presentation
for the defeat of the tax credit in the bill.

Mr. CONN OLLr. Thank you, Mr. Chairman.
As I say, the credit for the statement is due to our committee and

Mr. Rinta.
The CHAIRMAN. I am glad you called it a subsidy because that is

what it is.
Some members of the committee take issue with the chairman when

he calls it a subsidy.
Senator Williams?
Senator WILLIAMS. No questions.
I just merely join the chairman in congratulating you on the state-

ment and in fact that you are opposing this subsidy.
Mr. CONNOLLY. Thank you, Senator.
The CHAIRMAN. Senator Carlson I '
Senator CARLSON. Mr. Connolly, there is at least one member of

this committee that would like to write some accelerated depreciation
that I think we need in this country.

I would appreciate very much if you could come up with some lan-

guage that would be helpful to me, and I am sure to other members
of this committee on that.

Mr. CONNOLLY. Are you talking, Senator, about reform in our pres-
ent depreciation policies?

Senator CARLSON. Well, I want to make the changes that I think
are essential if our industry is to modernize and to be able to meet
competition in foreign countries, and I would like to participate in
writing that type of legislation that I would call accelerated de-
preciation that is needed, I think, and I would sure appreciate some
language along that line.

The CHAIRMAN. I think the witness deals with that in his state-
ment.

Senator CARLSON. I hadn't caught that. If he has, why, that is all
right.
rTIIe CHAIRMAN. There is one statement that I do not agree with.
You said what the administration apparently is seeking through

the investment credit is a quick stimulant rather than a ong-term
solution to the problem of obsolescence.

I don't think it is intended to be temporary. If this is adopted,
it will be a continuing tax credit throughout the years, and the staff
of the committee has estimated that the cost of the first year would
be $1,400 million and in 10 years that increases to more than $2 bil-
lion a year.

So, I don't think if it is adopted it is going to be a temporary
expedient.

Mr. CONNOLLY. The chairman may be correct.
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But the history of investment credit provisions in foreign coun-
tries seems to be temporary. They start out to make the credit perma-
nent but soon abandon it.

The CHAIRMAN. Well, it is intended to be permanent, I am confi-
dent of that.

When you start a subsidy, it' is hard to stop it. We don't stop
subsidies. We have a number of subsidies now and I don't know of
any that have been stopped. T o the contrary they have been in-
creased year by year.

Mr. CONNOLLY. I might say that our committee is opposed to it,
whether it is for 1 year or a thousand.

[Laughter.]
Senator WILLIAMS. It is my understanding, Mr. Connolly, that you

feel that liberalization of the present depreciation rates would be in
order but that it should be done in the framework of existing law
by more rapid acceleration of depreciation rates.

Mr. CONNOLLY. Section 179 of the code, I think it was put in by the
Small Business Act, permits a 20-percent additional depreciation to
be written off in the year of acquisition, but it is limited to $10,000.
We say if something has to be done immediately, some kind of a stimu-
lant granted, then the limitation should be removed, and a complete
overhauling of our depreciation rates should be done later.

Senator WILLIAMS. That was my understanding. But all of that
would be done under the framework of a formula where the amount
of the writeoff over the period of years would be limited to 100 per-
cent of the cost.

Mr. CONNOLLY. That is correct.
Senator WILLIAMS. Yes.
Mr. CONNOLLY. In no case is the additional and regular depreciation

allowed more than 100 percent of the cost.
Senator WILrIAMs. Thank you.
The CHAIMAN. Thank you very much, Mr. Connolly.
Sen, or CARLsoN. Mr. "Connolly, before you leave I believe you

stated it your testimony this morning that you thought. the foreign
tax, the taxation of foreign income provisions or section of this bill
had not been thought through and it, ought to be referred to a com-
mittee for further study, isn't that correct?

Mr. CONNOLY. The Joint Committee on Internal Revenue Taxa-
tion and the Foreign Relations Committee.

Senator CAR.SON. That is all, Mr. Chairman.
The ( Thaink you, Mr. Connolly.
The next witness is Mr. Paul D. Seghers, Institute on U.S. Taxation

of Foreign Income.
Will you come forward and take a seat, please?

STATEMENT OF PAUL D. SEGHERS, PRESIDENT, INSTITUTE ON U.S.
TAXATION OF FOREIGN INCOME, INC.

Mr. SEaM.ERS. Mr. Chairman, my name is Paul D. Seghers, and I am
a pract icing attorney in New York City.

My appearance today here is on behalf of the Institute of U.S. Taxa-
tion of Foreign Income of which I am president. I also speak on be-
half of the New York Board of Trade's international section, of which
I am counsel.
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In view of the limited time allotted my oral testimony I will only
stress a few points of major significance and I request that our written
statement which has been filed with the committee be made a part of
the record.

The CHAmAN. Without objection, it will be made a part of the
record following your oral presentation.

Mr. SFzomms. First as to the proposed amendment of section 482.
We are heartily in agreement with the objective of this proposal.

We believe, however, this objective could best be attained by the Treas-
ury making use of the great powers it already has under section 482 in
conjunction with the additional information it is abli to obtain under
the new section 6038 which goes into effect this year.

We believe that the suggestions in the proposed revision to proposed
section 482 with regard to fixing of prices of intercompany sales would,
in practice, cause great difficulty; no matter what is said or intended,
in all cases of intercompany sales involving a foreign corporation, no
revenue agent would be satisfied that prices were at arm'slength until
he had checked the results by comparison with the application of his
concept of the new provisions of section 482.

I say his concept, because some time would elapse before there would
be regulations for his guidance for this section.

The existing section 482 never had any regulations under it until
very recently. There were no real regulations until those that have
just been issued. And until such time as the regulations were issued-
and you must remember that under the 1954 code some regulations
haven't yet been issued-it would be a matter of interpretation by the
individual agent, and if his idea of the formula would produce more
taxes, then the taxpayer would have to contest that.

The proposed addition to section 482 would cause a great deal of
uncertainty and difficulty.

In the past, the test has been: "What is the fair price?" Neither the
law nor the regulations attempted to prescribe a formula.

This bill likewise prescribes no formula, although it does mention
a number of suggested factors and a few rules regarding it. The
only positive rule for pricing is that the assets to be taken as a factor in
any computation shall not include inventories or intangible assets,
which term includes accounts receivable from customers abroad.

We think that is a mistake. But the principal point is that legisla-
tion regarding a method of fixing the prices of goods in sales between
related parties should not be enacted until the Trasury has given a
fair trial to the powers it now has under the existing sections 482 and
6038 and has acquired some practical experience in this field.

TAX NEUTRAU.TY

Before going further it might be helpful to attempt to clarify two
points on which I fear there is basic misunderstanding.

First of all, it is constantly being said that income earned abroad by
a foreign corporation should be taxed at as high a rate as income
earned in the United States by a U.S. corporation.

Is that true?
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Why should a foreign corporation pay as much for the privilege of
earning income abroad as a T.S. corporation pays for the privilege of
earning income in the United States?

Is it not worth something to be a resident of the United States?
Who grants the foreign corporation the privilege of earning its in-
come abroad? It is not the United States, that is certain. Is it worth
something to be able to operate in the United States and make money
here?

Don't our taxes buy something for us here in the United States?
Then why should foreign corporations pay as much U.S. taxes for

the privilege of earning income abroad as a U.S. corporation pays for
the privilege it enjoys here when earning income here?

It must be kept in mind that our tax on corporation income is only
a privilege tax. The same income, or what is left of it after that
privilege tax, is taxed again wheni it is received by any stockholder.
This is recognized in the bill. U.S. individuals owning shares in a
foreign corporation would not be subject to our corporate privilege tax
if they choose not to avail themselves of the form of a U.S. corporation
to own the foreign shares.

Why, then, should the income earned and retained abroad by a
foreign corporation be taxed by us at as high a rate as income earned
by a U.S. corporation earned here in this country where it is free to
enjoy all of the benefits its tax dollars pay for?

Has not the owner of foreign shares the right to cry out that
"taxation' without benefit is tyranny"?

Until that nriney ks brought home, what is the benefit for which
those taxes are b1etg, proposed to be levied, until there is some IT.S.
taxpayer who has received some benefit?

BRICK AND MORTAR

The next point with respect to which there has been the greatest
amount of incomplete reasoning has to do with investments abroad
of income earned abroad. It is said that the money so invested never
will be repatriated. I am replying to the charge that we will never
get the benefit of that money, either as a contribution to our interna-
tional balance-of-payments position or for the purpose of income tax,
unless this bill is passed.

This is incomplete reasoning. LA us stop and think this out.
When a U.S. company takes its shareholders' money and builds a
plant with it, it, will never get that money back-unless the plant is
disposed of. But no one says the shareholders or the Government
is thereby cheated. We know that the businessmen wh'o have planned
and decided upon that investment expect to get, back many times its
cost through its use, and the income it will produce, and that is what
happens in all but a few instances.

Now, what about the investment in foreign brick and mortar? Are
not the same principles applicable? Unless the plant is sold the
money spent for it will not come home but the purpose of all business
is to make money for its owners. They do not wickedly accumulate
all profit abroad just for the pleasure of not paying U.S. taxes.

They expect- to and in the aggregate they do bring home for their
shareholders far more money than has been'invested in that brick and
mortar and pay it out to their shareholders as dividends.
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Therefore, in the sense that it is being used it is not true to say that
the profits earned abroad and put into brick and mortar will never
be received here or taxed. They will come home and they will be
taxed.

Decisions in matters of this kind must be made in the light of ordi-
nary human experience and not abstract theory or trick phrases.

THE PROPOSED TAX ON THE ANNUAL INCREMENT IN THE VALUE OF SHARES
IN CONTIOLLFJ FOREIGN CORPORATIONS

Now we get to the principal issue. The proposal to tax U.S. owners
of shares of a foreign corporation on the income it earns abroad
before they receive that income.

What would be the effect of that tax?
It would make it almost impossible for American enterprises to do

business abroad. This proposal not only runs counter to our foreign
economic polid but will also establish a monstrous precedent. -
though a st older in a business doing business at home pays no tax
except on dividends a received, American shareholders in a foreign
corporation would be required to pay a tax immediately upon income
earned by the company, even though they had received no income
whatever from it.

Those earnings upon which stockholders were taxed would still be
subject to the risks of the business and might never be paid out to
them.

We would have established a clear statutory precedent for ignoring
corporate entities and taxing shareholders directly for the earnings
of a business rather than taxing the dividends they received.

Having so condemned this monstrous proposal, what more shall
I say? The record speaks for itself. Many scores of businessmen,
many thousands of pages of testimony, many thousands and hundreds,
even hundreds of thousands of businessmen represented by their asso-
ciations have opposed the3e proposals, which are quite different from
those tentatively adopted and announced by the Ways and Means
Committee on February 1.

The Senate Finance Committee will, we are certain, act wisely and
fairly in judging the cause, not the ca"3e of certain taxpayers but of
our foreign trade.

Government could not exist without the revenue it collects from
business and whatever hurts our business hurts Government as well as
the Treasury. What is more vital than the cause of our position in
the free world, which can remain free only if we can remain strong
and united? We are conv inced our strongest ties with our neighbors
in the free world are created by U.S. business abroad rather than by
Government gifts.

May I stress here that this bill embodies a radically new and untried
theory devised by the Treasury for taxing U.S. taxpayers on amounts
which are not their income, that they did not earn, have not received
and may never receive. This is the tax on the annual increment in
value of shares of a foreign corporation, to be collected in advance of
the taxpayer's realization of any income, a tax which Congress does
not have authority under the Constitution to levy in the form of an
income tax.
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The changes proposed by the Treasury in basic principles of taxa-
tion in effect for the past 40 years are not justified by the use of catch
phrases. Expressions such as "abolishing the privilege of tax defer.
ral," or "doing away with interest-free loans," do not justify taxing in
advance income that has not been received or realized by the taxpayer.

Criticisms of "artificial incentives" and "tax privileges" do not ex-
plain why the Treasury has made no proposal to repeal any provisions
of the Internal Revenue Code which grant such privileges.

There is a great deal of talk about taking away the privileges, but
no one has suggested any repeal of any provision. The truth is that
there are no such provisions to repeal. The statement that such tax
legislation was enacted at the time of the Marshall plan to encourage
VS. business to help in the reconstruction of Western Europe is a
myth without foundation in fact. What the first of these Treasury
proposals seeks to accomplish is not the repeal of tax privileges, but
a hitherto unheard of extension of national sovereignty and juris-
diction to tax.

No other country claims authority to tax income earned by a foreign
corporation beyond the borders of the taxing state and not received
by any taxpayer subject to its jurisdiction.

It cannot be taken for granted in considering these innovations that
every Congress since the inception of the income tax has been blind
to the nature and effect of existing law in regard to U.S. taxation of
foreign income.

It would seem that the Treasury has a heavy burden of proof to
justify these proposed untried, radical changes in existing law, in the
face of all the evidence regarding their effect presented at these hear-
ings by U.S. businessmen whose experience and knowledge of busi-
ness, both at home and abroad, entitle their testimony to be accorded
great weight.

Finally, may I repeat the recommendation I have made many times
over the years: That, instead of seeking to handicap U.S. business
abroad, genuine help be given U.S. manufacturers producing goods
for export. Why not a tax credit based upon the amount of income
from the sale of such goods in export? This would pinpoint aid where
it could do the most good in promoting exports and increasing factory
employment here at home.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Douglas?
Senator DOUGLAS. I think I should pass, Mr. Chairman, because I

was not here during the testimony of the witness.
Mr. SEOHERS. I regret, Senator, I won't have the pleasure of ex-

changing answers with you.
Senator DOUGLAS. I may return later. (Laughter.]
This may be only a pleasure deferred.
Mr. SEGHERS, Thank you.
Senator DOUGLAS. But I have nothing at the moment.
The CHAIRMAN. Senator Gore?
Senator GORE. No questions.
The CHAIRMAN. Senator Carlson?
Senator Curtis?
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Mr. SEGHERS. I am sorry I didn't follow my statement Senator
Gore, perhaps you would have had questions prepared ready for me
but I thought I should bring up some new points.

Senator DOUGLAS. Mr. Cha irman, I don't want to let the witless
depart without having him clear up some questions that are in my
mind. [Laughter.]

Would you agree that the present arrangements on the taxation of
subsidiaries of American corporations abroad amount to this: That
their reinvested corporate earnings are not taxed whereas the rein-
vested corporate earnings of American corporations or of the parent
companies and the partner companies are taxedI

Mr. SEOHER. I think the fact that they are owned by Americans is
irrelevant. We cannot tax the foreign incontie of a foreign corpora-
tion. We should not discriminate, therefore, against the income of a
foreign corporation that happens to be owned by Americans and dis-
criminate in favor of one that is owned by foreigners. '

Senator DOUGLAS. The reply is not responsive to my question.
am not the expert that you are. But just a plain, blunt, rather

stupid man, and I have to findthese things out painfully, and I wanted
to ask you whether the present system of taxation of subsidiaries of
American corporations abroad amounts to their not being taxed on
reinvested income whereas American corporations here at home are
taxed on reinvested income?

Mr. SEGHERS. Senator, you were not here when I dealt with this
problem.

Senator DOUGLAS. I think this question is appropriate. Would you
clear that up ? Am I wrong or am I right?

Mr. SEOHEES. Well, I don't agree that the income of a corporation
should be taxed on its shareholders. You probably have snares of
stock of American corporations and don't pay tax until you get the
dividends.

Now, as for income earned under the American flag and obtaining
the benefits of our American system certainly is getting some benefit
from the enormous taxes being collected. Certainly, there is some
benefit in operating here in the United States and that benefit is being
paid for out of the profits of business earned here.

Senator DouoiS. Mr. Seghers, I want to say in all kindness, I don't
think you are responding to my question.

Mr. SEoHzRS. I am not going to answer what you want me to say.
Senator DOUGLAS. What?
Mr. SEGHERS. Pardon me. I am not going to say "Yes" to a ques-

tion which I don't think properly states the problem.
The problem is this: Should we tax stockholders on income they

haven't received from their corporation ?
Senator DOUGLAS. At the moment I am not going into the question

as to whether we should or should not. I merely am going into a ques-
tion of fact as to whether the existing law taxes corporations here at
home on their earnings prior to reinvestment and, therefore, taxes
amounts reinvested whereas abroad it will tax earnings only as they
come back to this country, but earnings of the subsidiaries reinvested
are not taxed.
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There is just a question of the existing law. Not on the question
as to whether the existing law should continue or should be changed.

But. I ani simply trying to find out what the existing law is.
Mr. Smi:jEws. Well, the existing law is we have no authority to tax

corporations that. are not organized under the laws of this country,
that, do not earn their income here. You are correct in that.

Senator 1)ouMILs. Well, then, is the answer "Yes" to my question?
Mr. Smoimrs. I cannot answer a question of that kind simply, "Yes."

I have to get the facts. By labeling it a subsidiary you are saying
in oflect that a foreign corporation is and should be'taxed differently
dependiIt, on whether it is owned by foreigners or Americans.

Senator Douors. I am not going into the question as to whether the
present tax system should not continue. I am trying to find out what

thi present tax system is. I hope I am trying to find it out courteously
even though I notice there may be irritation in my voice at times.
If so, I can eliminate it.

May I again ask: You understand the question?
Mr. SpoHRfs. I would rather have it repeated if it is a yes-or-no

question. [Laughter.] .
Senator Doror,As. All right. Let me start simply. Is it trte in

the United States the corporate profits tax applies on net earnings
after operating costs and interest on bonds have been met but before
earnings have been reinvested, is that true?

Mr. SEIoTERS. Yes.
Senator DotroYrAs. All right.
Is it true that subsidiar'ies of American corporations abroad are

taxed only when the profits are returned to the United States, yes
or no'?

Mr. SEGIJERS. I will rephrase the question by saying all foreign
corporations in place of subsidiaries.

Senator Dotror,,s. Including American subsidiaries?
Mr. SEowMns. Yes, including foreign subsidiaries of American

companies.
Senator DOUOAS. Good.
Is it true if a subsidiary of an American corporation reinvests

some of its earnings abroad that those earnings are not taxed prior
to reinvestment, is that correct?

Mr. SEoms. I would rephrase that by saying no income of a for-
eign corporation is taxed until it is received by someone subject to
the. jurisdiction of the Tnited States.

Senator Dotmor,,,s. Including no earnings of an American sub-sidiary?

Mr. SF.aPE . Right, as to any foreign corporation, whether or not
a subsidiary.

Senator DoUGLAs. That has been a long way around, but this is
my understanding.

Senator WILLIAMS. Will the Senator yield? I wanted one further
question for clarification on that point: Did not these foreign cor-
porations and the foreign subsidiaries of American corporations
which are doing business abroad pay taxes in the respective countries
in which they are operating prior to any reinvestment

Mr. SEGoTwns. The answer to that is emphatically yes.
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Senator WILLAMS. So there is a tax paid in all instances, as I
understand it, prior to reinvestment whether it be in this country
or abroad?

Mr. SEiEmRs. Correct.
Senator WLLIAMS. Either paid in this country at domestic rates

or paid in foreign countries at the rate of the respective countries
involved.

Mr. SEGHERS. Yes, plus two additional taxes when it is brought
home as a dividend.

Senator WLLIAMS. Yes, that is right.
Mr. SEGHERS. The United States first taxes the corporation and

then when the money is received by the stockholders it is taxed again
so there are three taxes on foreign income: two by the United States
and one by the foreign government.

Senator WILLIAMS. But the second and third tax comes only after
it is returned to this country.

Mr. SEGHEns. Yes, in the same way we are now taxing foreign
dividends only when they are paid to the shareholders.

Senator DOUOLAS. Is the Senator from Delaware through V
Senator WILLIAMS. Yes.
Senator DOUGLAS. Suppose you have a corporation, corporation A,

vhnd it bases its decision on whether it will reinvest earnings at home
or set up a subsidiary and operate abroad; does it not follow there-
fore, that it will be taxed more heavily on each million dollars of
savings or earnings here at home than on each million dollars of
earnings abroad?

Mr. SEOitxs. No foreign. corporation is taxed on earnings abroad.
Therefore, you are comparing zero with a tax.

Senator DOOLAS. Mr. Seghers, you are a very astute New York
attorney.

Mr. SEOHERS. Thank you.
Senator DouoL~s. But I want to ask you this question: Suppose

you have a corporation in the United States, and for the sake of
anonymity we will just call it corporation A, and it is deciding
whether it will expand operations here out of net earnings or whether
it will go abroad and engage in business there.

Now, if it goes abroad and reinvests part of its earning gsit does not
have to pay any American tax. If it stays at home it will ave to pay
the tax. Therefore, is there not a price advantage to this American
company to reinvest abroad rather than to reinvest at home I

Is not that true?
Mr. SEOHEaRS. No. The fact is that it will pay tax on all the income

that it makes, whether at home or abroad.
Senator DoUGLAs. Well, now, wait a minute.
Mr. SwuHERs. That is correct.
Senator DoUrAS. The subsidiary is in effect a-
Mr. SwoHmS. No, that is not so. If ywown shares in United States

Steel-
Senator DouoivAs. You are adopting Daniel Webster's idea of the

corporation being invisible and intangible and existing only in the
contemplfttion of the law. I

I was not present when the Pfizer people testified yesterday, but do
you mean the Pfizer people are different from the Pfizer people of
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Panama or the Pfizer people of Panama are different from the Pfizer
people of the United States V

Mr. SEOTIERS. Most certainly they are. It- is an entirely separate
organization.

Senator Dovetas. Well, aren't you entranced by your own legal
subtleties in this matter?

Mr. SEOHERS. No, I happen to know the facts in that case.
Senator DoUoLAs. What?
Mr. SEOHERS. I happen to know the facts in that case.
Senator DOUGLAS. I am not going to argue the Pfizer case because

it so happens I was not present at the very able cross-examination
which the Senator from Tennessee gave yesterday.

But what you are saying was in effect that an American corporation
by setting up a subsidiary abroad can divorce itself from all connec-
tions with that subsidiary f

Mr. SEOTIERS. No, there is not reason to say that. If it sets up an
American subsidiary it pays no tax on the income of the American
subsidiary until it receives a dividend.

Senator DouoaAs. But the subsidiary will pay taxes on its reinvestedcapital.Mr. SE ERS. But why? Because those earnings are earned in the

United States where it is getting the benefit of U.S. taxation. The
foreign corporation, I don't care who owns it, that earns its money
abroad is not earning it under the protection and with the benefit of
the U.S. Government.

There is your difference.
Senator DOUGLAS. Well, now, just a minute.
Will not the subsidiary abroad obtain the diplomatic protection of

the United States?
Mr. SEOnERs. No.
Senator DOtGLAs. It will not?
Mr. SEGHERS. What protection? Will you tell me of some protection

in Cuba, in Brazil?
Senator DOUGLAS. What about Germany?
Mr. SEoJiRs. Pardon me?
Senator DoUGLAS. Or England.
Doesn't it have some really diplomatic protection?
Mr. SEekERS. I haven't heard of any.
Senator Douor.AS. You haven't heard of any?
Mr. SEOHEns. No, and I have been denying it for some time in

public and I would like to be shown where protection has been afforded
to the property of a foreign corporation operating in a foreign
country.

Senator DorLAs. Since the Arabian-American Oil Co. does not-
Mr. SEGHER8. Are those foreign corporations?
Senator DoUoLAS. No, I guess they are not; that is right.
Mr. SEom Rs. Well, that is the difference, and why do they operate

abroad as an American corporation?
Senator DoUOAs. Well, they operate abroad as an American corpo-

ration in order to credit the 50-percent royalty as a tax and thus
escape American taxation.
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Mr. SEGHERS. Senator, I am sorry to have to correct you on that but
it is not necessary to be an American corporation to get the benefit of
that foreign tax credit. We have that system

Senator DoUoLAs. Like the grace of God it shines on all-foreigners
and allV

Mr. SEWnERS Yes, we get it.
Senator DOUoLAS. Well now, I would like to see you get your fee

on this matter so-
Mr. SEaHEms. My greatest fee is satisfaction.
Senator DOUGLAS.-'If ask you another question you will even more

abundantly earn your fee.
The fact that an American corporation by setting up a subsidiary

abroad will not have to pay as large taxes on its earnings abroad as
it would on its earnings at home will naturally encourage it to invest
abroad.

Therefore, by a tax system we encourage investment abroad rather
than investments at home. And I had always thought that one of the
basic principles of taxation was that it should be neutral as between
different types of business activity, unless, there is a controlling public
purpose to induce this.

Is there any such controlling public purpose in Western EuropeI
I think you are quite right in saying this was originally not designed
to further the Marshall plan but it has been kept in existence in part
because of the argument that it did contribute to the upbuilding of
Western Europe and hasn't that justification for its continuance
largely ceased in view of the tremendous economic progress which
Western Europe is making?

Mr. SEGHERS. We have had this law over 40 years.
Senator DoUrLAs. Yes.
Mr. Swums. There never has been any attack of this kind on it

until the present, until November 1960. There was really no attack
on this type of corporation.

Senator DOUGLAS. You mean the Government didn't know about it I
Mr. SEomHP.. The Government was fully aware of it.
Senator DoUGLAS. Why did they not push it ? They wanted revenue.
Mr. SEMRs. Because the policy of the United States was to en-

courage expansion abroad.
Senator DouGLAs. Well, that is exactly so.
Mr. S imRs. And it has brought home--to encourage expansion,

because it brings home more money than it puts out.
Senator DOGLAS. Ultimately, but not immediately; not immedi-
Vr. SEoHESa. If you build a plant, it may take you a year or two

before the income comes in.
Senator DoLAs. But immediately-
Mr. SEomS. What has that to do with the question--"not imme-

diately"?
Senator DOUGLAs. It has a great deal to do with it-excuse me.
Mr. Szomrts. Pardon me, sir.
Senator DouGLAs. It has a great deal to do with it, sir because one

of the immediate problems that we face is an unfavorable balance of
payments, which has resulted in a gold outflow.
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Mr. SEGnUEPm. That is a slogan, but it is doubtful that it is correct.
Senator DovoLs. It is; it is a reality.
Mr. SFOTIEPs. It is doubtful if that is correct.
Senator DoouLS. You mean there is no outflow of gold?
We have lost $4 billion in gold in the last few years.
Mr. SF.GmUES. But business has brought in a surplus. The deficit

comes from foreign aid and-
Senator DOUGLAS. On past investments; on investments which go

back to 1900.
Mr. SEoHEJs. Investments even over a short period show a great

increase and inflow of surplus income over outgo. Even over a period
of 10 years.

Senator DOUGLAS. The Senator from Tennessee punctured that
yesterday.

Mr. SEOIEJS. Punctured what? No one has punctured. I saw no
puncture. I perceived none.

Senator DOUGLAS. Your automobile may be going down the street
but the international auto or the international chamber of commerce
is not going down the street because its tires were punctured yesterday.

Mr. SVoHt-m. Well, I did not see the puncture.
The thing about the balance of payments is that you are speaking

as though a farmer is improvident because he buys seed. Iffhe did
not buy the seed, he would have more money in the batik that year.
. Now, the payoutt period for foreign investment is very rapid. That
is one of the business inducements to going abroad. You go abroad
for the same reason that you expand in this country-to make money.

Senator DOUGLAS. The payout in the underdeveloped countries may
be rather brief, but the payout in Europe, because the interest and
profit rates are lower, is not brief.

I do not want to take up any more time because my humble position
on this committee does not justify my consuming so muoh time, but I
would like to state very briefly again that the general presumption
on which the tax system is based is that it should be neutral as between
different types of expenses.

Mr. SEGHEUS. I agree with you.
Senator DOUGLAS. This is not neutral. It favors foreign invest-

ments over domestic'investments.
Mr. SEOHERS. We do not.
Senator DOUGLAS. Well, I will be finished In just a minute.
Mr. SEOJIERS. A foreign corporation that is making money, the

shareholder pays his tax when he gets the dividends. If he invests in
American business here at home, he pays the tax when lie gets the
dividends. The principle is still the same.

If you say that we should tax a foreign corporation on income
earned abroad before any income is received by any taxpayer subject
to the U.S. jurisdiction, I would say that is basically unftir; not the
question of who owns it, but the question of where is the income
earned.

What benefit does a foreign corporation obtain while it is earning
that money abroad-from the U.S. Government?

It obtains benefits in the country where it operates. It makes
the m ey there aft* it"pays its tax there.
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Senator DOUGLAS. But it diverts invested capital from the U.S.temporarily.Mr. SwnEs. I think that if you followed Mr. Ruttenberg's AFL-

CIO testimony, you will see that it starts out by saying that there are
many basic misconceptions about this balance-of-payments situation.

That there is no lack of capital here at home for all the expansion
that is desired.

That we actually have excess capacity.
If that is so-
Senator DouGLAs. You are not in favor of the investment credit

then ?
Mr. SEGHEIS. I am not in favor of the investment credit; no, sir.
Senator DOUGLAS. Mr. Chairman, who is in favor- of investment

credit?
The CHAIRMAN. I do not know.
Mr. SEOTIEJS. How did it get in here?
Senator DOUOLAS. Mr. Seghers, let me complete what I have to

sal'made a statement with which you agreed in theory that the pre-

sumption is against a tax system which favors one type of ex-
penditure rather than anotfier, or one type of investment as compared
to another.

The second part was going to be that this should only be over-
ridden if there is such a compelling public interest as to make the
judgments of the mat'ketplace inaccurate from the standpoint of the
public welfare.

Now, the third point I was going to make was that I see no such
argument at the present time so far as investments in Western Europe
are concerned, because Western Europe is now on its feet and no long-
er needs to be built up. That one argument that might have been
advanced for the continuance of this system no longer exists.

On the contrary, the immediate problem which we face is an un-
favorable balance of payments, which puts our gold supply in jeo-
pardy, and, therefore, this is a case in which the public presumption
at the moment reinforces the economic and fiscal considerations, and,
therefore, strengthens the argument for nondiscriminations in favor
of foreign investment. That" my point of view as of this moment.

A great many of my frierni are very anxious to talk to me and
convince me of the error of my ways, and I dare say that I will in-
crease their feelings very much by talking to them, but this is my
opinion as of this moment.

Mr. SEotIEIS. I disagree somewhat with the latter part of your
statement.

But the main difficulty is that it is founded on a, mere catchword
without a logical basis. . i

You speak of equal treatment. I agree with you, there should'be
equal treatment of income earned within the jurisdiction of the
United States. Now, if the income is earned outside of the jurisdic-
tion of the United States by a corporation which is not subject to the
jurisdiction of the United States, where, should the United States
complain, since no U.S. person can receive any benefit from that in-
comewithOitt becoming liable for the tix at the frate I

2923



REVENUE ACT OF 1962

Senator DoUOLAs. You talk about equal treatment; I say, "Yes,
equal treatment."

Here you have a million dollars. It can either go into investments
at home or create a subsidiary abroad.

Under the present tax system the inducement is all to go abroad
insofar as taxes are concerned.

If there are comparative earnings, I would say, "Yes, that is fine;
those are legitimate considerations.

Mr. SEGHERS. Are you saying the United States gives no benefits to
a corporation that earns its money here?

Are you saying that a corporation that earns its income here obtains
no benefit from the U.S. Government, Senator ?

Senator DOUGLAS. I hope you mean that.
Mr. SEiHffRs. Then should it not pay its tax when it earns the in-

come here?
Senator DouoLAs. Yes.
Mr. SEoHnns. And does a foreign corporation get any benefit from

the U.S. Government when it earns its income abroad?
Senator DouoLAs. Even though the dollars originally came from

the United States.
Mr. SEGHERS. Do you tax a stockholder here because he used U.S.

dollars to buy shares ?
Senator DovarLs. I did not hear that.
Mr. S ouFns. Do you tax a U.S. citizen on the income of a corpora-

tion because he had bought its shares ? Should there be any different
principle?

If he buys the shares of a domestic corporation, American Tel &
Tel-

Senator DOUGLAS. I am speaking of subsidiaries; I am speaking of
subsidiaries.

Mr. SEwnE. But by saying "subsidiaries," you do not change the
fact-it is still another corporation. It is a different corporation and
earning money in a different place. We do not tax-

Senator DuGLAs. Can you tell me if it is true that General Motors
has a subsidiary in Germany and Ford operates under its own name,
or is it the reverse?

Mr. SEOHn S. I did not tell you about either of those companies.
Senator DouLAs. But would you clarify my ignorance on that?
Mr. SGHPRS. I personally do not know. I only know by hearsay.
Senator DOUGLAS. Would Mr. Woodworth know on that question?
Mr. WooDworT. No.
Mr. SEGHERS. I happen to know in Brazil it operates as Ford do

Brasil.
Senator DouGLAS. It is a separate company?
Mr. SEGHERS. It is a subsidiary, yes, and it can use-
Senator DouGLAs. Is there not a connection between Ford of Brazil

and Ford of the United StatesI
Mr. S iwus. In that case, it was a separate corpo.rati"n, and they

paid a U.S. penalty tax on it, and it was a U.S. subsidiary even though
it had the name "Ford do Brasil."

Senator DouGLAS. So there is a connection?
Mr. SEoJ;m. The U.S. corporation known as Ford do Brasil, oper-

ating in Brazil, paid a U.S. tax because it enjoyed the privilege of a
U.S. charter.

i ,
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Senator DOUGLAS. On reinvested earnings?
Mr. SEGHERS. On its earnings.
Senator DOUGLAS. On reinvested earnings, as well as distributed?
Mr. SEGHERS. We tax earnings, not reinvested earnings.
Senator DouGLAs. That is right. Therefore, reinvested?
Mr. SFHERS. We tax earnings whether they are reinvested or not.
Senator DovGLAs. I think you will find that is right because there

is no incorporation in Brazil.
Let me ask you this:
Opel is the subsidiary of General Motors--is it in Germany?
Mr. SEOHERS. That is what I am told.
Senator DoUGLAs. Yes, I think that is right. That is separately

incorporated in Germany.
Mr. SEWHERS. I do not know.
Senator DOvLAS. I think that is right. Let us assume it is sepa-

rately incorporated.
Mr. SF=niPS. Yes.
Senator DOvLAS. Do you deny there is any connection between

Opel and General Motors
Mr. Swy=Rs. No.
I do not deny there is any connection between any stockholder and

the corporation in which it owns shares.
Senator DouGLs. Well, is not Opel controlled by General Motors ?
Mr. SGHERS. Certainly.
Senator DOUGLAS. What?
Mr. SwmHRPs. Yes.
Senator DOUGLAS. Exactly so. It is really a part of General

Motors is it not ?
Mr. bEGHERS. Not any more than any corporation is a part of its

shareholders. As a body, they own the corporation.
Senator DoUGLAS. Well, I would say thst you are sponsoring the

ghost theory of corporations.
Mr. SEGHERS. No I am sponsoring, on the contrary, the reality, the

reality of the fact that a corporation has only the privileges granted
to it by its incorporating State and it may enjoy those in any juris-
diction where it is qualifed to operate.

Senator DOUGLAS. And I am saying they are Siamese twins and
have a mutually connecting system between them.

Mr. SFmmR.m. Right. And when its blood flows, it will be taxed.
Senator DOUGLAS. Yes.
Mr. SFaiEiS. More than half will be taken here.
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Senator DouoLAs. And wh#en the blood flows out and when the
second twin begins to grow, the nutrients of the second twin are not
taxed, is that not true?

Mr. SEOTIERS. Well I am not a medical man. [Laughter.]
Senator DouoLAs. Only when you choose to be.
That is all, Mr. Chairman.
Senator CUrTIs. Mr. Chairman?
The CHArMAN. Senator Curtis.
Senator CuRns. How about a situation where American investors

invest in a foreign corporation that has no parent corporation in this
country.

I have read in the papers that Phillips Lamp Co. is going to sell
securities for some $400 million in this country. Will that aect the
outflow of gold?

Mr. SEGHoES. Yes, it will; just as our companies abroad produce an
inflow of gold to us, the other fellows' companies will produce an
outflow.

Senator Cwmt s. If this bill is passed, will the Phillips Co., remov-
ing $400 million from America to invest in their company-they
operate in lands other than the United States-have an advantage
over an American company that owns a subsidiary operating in the
same country or countries?

Mr. SoHERS. Yes, because the individual U.S. citizen will receive
his dividends without having passed through and paid a 52 percent
corporation rate, U.S. corporation tax.

Certainly this bill will be a very great boon to our foreign com-
petitors in many different ways and you have only mentioned one
of them.

Senator Ctm ns. If the passing of this bill will cause the money to
flow directly into shares of foreign corporations, rather than to an
American parent, you would not only have inequality of taxation for
American citizens, but you would have accentuated the balance-of-
payments problem.

Mr. SEOnm. I must congratulate you, Senator Curtis. You are
ahead of the game. I expect people to wake up to some of these de-
fects with a very sad morning-after headache, if it is passed.

T hope to God that enough Senators will be able to see the light
before that damage is done to our economy.

Senator CUtiTis. That is all, Mr. Chairman.
The CHAIR AN. Thank you very muoh, Mr. Seghers.
Mr. SEOHERS. Thank you, Mr. Chairman.
The CHAIRMAN. I am glad you appeared before us.
Mr. SEonuns. Well the biggest satisfaction is the few words I

have exchanged with the two distinguished Senators.
(The complete prepared statement of Mr. Seghers is as follows:)

2926
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re I - Proposal to tax the annual increment in
value of shares of foreign corporations;

I - Proposal to grant additional authority to
the Treasury to allocate to U.S. taxpayers
an increased share of actual or estimated
income arising out of sales to or purchases
from related foreign corporations; and

IrI- Proposal to increase U.S. taxes on divi-
dends received from foreign subsidiaries.

The pending tax bill embodies.a radically new and untried
theory devised by the Treasury fortaxing U.S. taxpayers on
amounts which are not their income# that they did noteoarn, have
not received and may never receive. This is the tax on the annul
increment in value of shares of a foreign corporation, to be
collected In advance of the taxpayers ,realisation of any income -
a tax which Congress does not have authority, under the Constitut ion t
to levy as an income tax. ?

The changes proposed by the Treasury in basic principles of
taxation, in effect for the past 40 years, are not justified merely
by the prolific use of clever slogans and catch phrases., expression
such as "abolishing the privilege of tax deferral" and "doing away
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with Interest free loans," no matter how often repeated do not
Justify itaxInL.j 4yangli income that has not been received orrealized by the taxpayers

Criticisms of "artificial incentives" and "tax privileges"
do not explain why the Treasury has made o oro osa1 to re ea
any provisions of the Internal Revenue Code which grant sueh
privileges. The truth Is that there a no such provisions to
repeal. The statement that such tax legislation was enacted at
the time of the Marshall Plan, to encourage U.S. business to help
In the reconstruction of Western Europe, is a myth, without founda-
tion In fact.

What the first of these Treasury proposals seek to accomplish
is nat the repeal of tax privileges but a hitherto unheard of ex-
tenslJ-n of national sovereignty and Jurisdiction to tax. No other
country claims authority to tax income earned by a foreign corpora-
tion beyond the borders of the taxing state and not received by any
taxpayer subject to its jurisdiction.

The Treasury would get dangerously broad and unneeded addi-
tional authority under this bill to fix prices on all intercompany
sales between related domestic and foreign corporations and to
estimate the amount of income from such sales and tax it, if not
satisfied with the detailed Information supplied regarding the
income and operations of such corporations.

The Treasury also proposes to increase the amount of US.
taxes payable on dividends received by U.S. corporations from foreign
subsidiaries, the amount of the increase in tax bearing most heavily#
in most instances) on dividends from subsidiaries in the less
developed countries. This change in rules in effect for the past
0 years has been explained by the Treasury as a correction of
legislative oversight.

It can not be taken for granted, in considering these Inno-
vations, that every Congress since the inception of the income tax
has been blind to the nature and effect of existing law in regard
to U.S. taxation of foreign income.

It would seem that the Treasury has a heavy burden of proof
to Justify these proposed untried, radical changes In existing law,
especially in the face of all the evidence regarding their effect
presented in these hearings by U.S. businessmen whose experience
and knowledge of business, both at home and abroad, entitle their
testimony to be accorded great weight.

The grounds advanced by the Treasury in support of these
proposals are not their desirability as a-means of raising revenue#
-which Is the only justification for taking the property of citizens
of a democracy under the doctrine of the right to tax. Not what
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the Treasur advances in justification are a number of hoped-for
objective which are not the proper purpose of a taxing statute.
It is perhaps less serious that, in the majority view of those
competent to judge the probable consequences of these Treasury
proposals, they would not accomplish these objectives.

It is the purpose of the present statement to highli ht
(very briefly) facts and arguments that have been presented by
both sides (the Treasury and business) regarding the most signi-
ficant aspects of these proposals.

Part I

PROPOSAL TO TAX THE ANNUAL INCREMENT IN
VALUE OF SHARES OF FOREIGN CORPORATIONS

What proposed

Sec. 13 of H.R. 10650 would tax annually U.S. shareholders
of certain foreign corporations on all or a part of the increase
in the value of the shares of such corporations attributable to
the undistributed income earned outside the United States by such a
corporation, to the extent not currently invested by such corpora-
tion in certain prescribed property.

The fact that it is the inretment in XAal of the shares
owned by the taxpayer that is taxed, Is confirmed by the proposed
now I.R.C, Sec. 958 which provides for the addition of the amount
so taxed to the statutory "basis" of the property so taxed. This
evidences Treasury recognition that, having taxed this increment
in value before it is realized, it should not be taxed again if
and when the property is sold or exchanged.

Treasury's stated objectives of proposal

1) To help reduce the annual deficits in the
United States international balance of payments.

2) To bring about "tax neutrality" 4y taxing
immediately undistributed income earned abroad by a
foreign corporation at the same rate as income earned
in the U.3, by a U.S. corporation7:

) As a matter of abstract Ltoe.
theoreticaJ7 fairness, and

b) To divert U.S. capital from busi-
ness abrond to une in the U.S.
and thereby help employment here.
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(NOTEs A somewhat contradictory object-
Ive is seen In the proposed exolusion
of certain classes of such Income from
immediate tax If currently invested in
"qualified property" in "less developed
countries")

3) To take away from U.S.-owned foreign corpora-
tions the opportunity to effect tax savings Ltn foreign
taxej7 through the use of corporations organiLed in "tax
haven" countries, and

4) To prevent LiLspecifie17 tax abuses.

Treasury's arguments as
to effect on our interna-
tional balance of payments
deficit and answers thereto

The present status of the Treasury's arguments is as follows

a) The Treasury has admitted that, for the long pull,
the present proposal would have an adverse effect
on our balance of payments position, and

b) The Treasury has admitted that the figures it
originally used to support its argument omitted
factors which are favorable to the position
presented by business.

a) The Treasury still argues that the outflow of
cash from the United States as a result of U6S.
business investments in Western Europe (and
apparently, Canada and (2) Japan) will, in the
aggregate, exceed cash inflow resulting from
such investments during the ensuing 10 to 15
years LThe Treasury no longer argues for a
minimum of 17 years, as it did last yeaZ7,

d) The Treasury still argues that our balance of
payments deficits are so serious that we should
enact this proposal regardless of any long-term
adverse consequences,

e) The Treasury argues that the rate of annual cash
inflow from U.S. business investment in Western
Europe, etc. is lower than shown by business in
its testimony, disagreeing both as to statistics
and conclusions drawn therefrom, and
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f) The Treasury argues that the present pro-
posal would force immediate payment by
foreign corporations of larger dividends
to their U.S. parent companies and thereby
help reduce our balance of payments deficits.

The answers of business to the foregoing have been presented
in great detail to both the House Ways & Means Committee and to
the Senate Financo Committee. Facts have been submitted as to
overseas business operations of individual U°S. organizations;
statistics of similar operations of groups of such companies
having both domestic and overseas operations; and studies and
analyses of statistics of overseas business operations of U.S.-
owned companies, including special studies made by the Department
of Commerce.

It would be a monumental task fully to summarize and docu-
ment all the evidence already presented including all the additional
information yet to be presented during the course of the present
hearings. It may be of some value, however, to highlight the im-
pressions derived from the evidence and arguments already presented
y business (including the reports of economists) regarding the
arguments of the Treasury summarized above.

Since the Treasury admits that the proposal would, in the
long run t have an adverse effect on our international balance of
payments position, there is no difference of opinion in this regard.

It has been pointed out, however, that the Administration
has given no indication how long it may be before overseas military
expenditures and foreign aid cease to be the greatest factors in
our overseas balance of payments deficits. Hence, it is not clear
that the long-term view can safely be ignored. The Increased cash
inflow that would hereafter result from present business invest-
ment overseas may still be badly needed when it does become avail-
able.

There is a wide difference of opinion as to how long a period
of time would elapse before a current reduction in U.S. business
investment overseas (in those markets where the greatest opportuni-
ties for profits exist) would adversely affect our balance of
payments, and the magnitude of such adverse effect.

Both sides can not possibly be correct in their conclusions
as to the foregoing, and there is a striking difference as to the
facts presented. The evidence seems convincing that the cash inflow
from overseas business investment will exceed the outflow in a far
shorter time than alleged by the Treasury* Aside from the statistics,
this conclusion finds support in the fact that U.S. business makes
these investments in the expectation of quicker payouts thIn
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computed by the Treasury. 'Business must reach correct, decisions
in such matters or fail -- it can not mke up deficits and errors
of judgments by levying taxes.

The evidence likewise supports the view that business is
correct in attributing a far larger portion of our exports of
manufactured products to the effects of U.. business investment
abroad than the Treasury now admits (after having omitted this
factor from its calculations last year). Finally, on this point,
we have found.nothing in the Treasury's statements that convinces
us that it is correct in asserting that such-exports are largely'
offset by Imports of goods manufactured abroad by' U.. owned
establishments.

We find unconvincing the Treasury's assertion (not backed up
by any figures) that the very large amount of U.S. exports to U.8.
owned subsidiaries in WesternEurope and exports generated by
such'subsidiaries, are largely offset by U.S. imports of' godsr

manufactured there by U.S. owned subsidiaries

To begin with9 the amount of those imports is so small'that
it can no possibly offset such exports. The Department ofCommerce
study (of Undersecretary Oudeman, Jun 1961) shows imports (other
than paper pulp and foodstuffs) from 80%1 of the U.S. owned manu-
featuring subsidiaries in Europe as follows

1959 $208 million '- 125% : $260 million
1960 $90 " -- 125% $113

These imports include (and are believed, to consist largely
of) automobile parts and automobiles. This confirmed by the corres-
ponding decrease in the total (world-wide) passenger automobile
mports (from both U.S. subsidiaries and foreign-owned producers -
assumed to be almost entirely from Europe) as follows:

1959 $735 million
1960 $513 million

The foregoing statistics show the very small amount of $nports
of products from manufacturing subsidiaries in Western Europe and
the striking reduction (in 1960 as compared with 1959) in the amount
of such imports and the corresponding reduction In total passeuger
automobile imports.

The figures as to automobile imports illustrates how s ious
is the competition from Western Europe, and how much more important
it is to cope with that -than to attempt-to stifle U.S. expansioD SA
Burope, for fear that it competes with UMe. exports to-that aarketo
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If European competition can thus penetrate the *mket heo V
production and sale of goods abroad is not the ral obstae'e --....sale of U*S. product, abroad_ Jn other words although Us .business can sell in Webtern'trope large quaAitlti Of'the-gooe,it produces th e, no facts have beon introduead b the Treasur .to support a reasonable inference that, were it not for the cos-petition Of suh tl.S establishments abtoadt"A substantial portionof Such sales would be made by oxprtqriof 1,i produos v " .

"'The foregoing deals primaril -It' !theTreasuryl sbalano of
payments arguments, but also Is relevant to the reportt of'Jobs6n

slogan discussed further below.

Conclusion as to balance of

Thergeare only pQiM s in he Treasury'l a oent as to

wol be narmuet no* payment s position
(as inc e to the Uo? 31 tin directly and in-direct from U.o usines inve tment broad would
at so time in he f uture, e ce aggre 0asA

) That, during t y rs the come
from each new business Hstment abro d ill be less
than the capi a utlay UTh i obvious ,at was utforwrd byth are rye

,onc usions 0 wite Te ts
bust eqs, invos %1 .ets O, our bal payments position.)

We a left wi th On 4s0 at IT ur has Aotdemonstrate that U.S b inqss ye kto a road (w ,d'-vide oin Western rope) ha ad or will in heggreg to, an
favorable ef ct on our balance -a nts.

Surely i has b adduced co suffice lYconvincing to tiy the p sod radio al a tried oh e 1Aour taxing system the face oems to us overwh pingevidonge as to the otual economip results under the pr an
system.

Tax ?Ieu!tralIty

The Treasury's next objective likewise Is a neo C wiii
the oft-reiteratd title ot "tzx neutrality"

BEST AVAILABLE COPY
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What the Treasury is advocating

The Treasury advances, as one of the motives for its pro-
posal, the need for "tax neutrality."

This is thetheory that, in the case of a foreign corpora-
tion 509 or more owned by U.S. persons, income earned by it
abroad should be taxed currently to its U,8. shareholders at the
same rate as if earned In the United States by a domestic (i.e.,
U.S.) corporation.

Comments on the Treasury's theory

This is very different from the basic principle that property
or income of the same kind within the same countryl state or muni-
cipality should be taxed substantially alike. A property-owner who
can show that his property is assessed at more than his neighbors',
in proportion to true value, may be entitled to relief on grounds
of tax equality. However, no court would hear a plea that his
property was unfairly assessed in relation to the value of property
in another state or taxing.jurisdiction.

Why should the income earned outside the United States by a
foreign corporation be taxed at as high a rate as if earned by a
corporation operating here in the United States, enjoying the
p rotection of the flag and all the tax-paid benefits flowing to
t from Washington?

The Treasury has not brought forth any arguments which con-
vince us that this is a self-evident truth. 'Mere rephrasing of
terms such as "tax neutrality," "tax equality," etc., do not con-
vince. This is stressed, because the Treasury's arguments revolve
to a large extent about its assumption that what it calls "tax
neutrality" is so obviously fair as to need no justification.
However, no one who hears and reads the statements of men experienced
in international trade can doubt that they are convinced that all
the circumstances surrounding the earnings of such income includ-
ing greater business risks and competition from traders of other
nations which give genuine incentives to promote overseas business,
would justify taxing such income at a far lower rate than is paid
by a domestic corporation on its income earned right here at home.'

That is the view of UMS. business men engaged in international
trade. What does the U.S. business man engaged in business here
at home think -- does ht complain that it is unfair, not to tax the
income earned abroad by a U*S. owned foreign corporation at as high
a rate, before it is brought home, as the income earned at home by
his domestic corporation? I -
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Despite all the unfavorable (and strikingly identical) pub-
licity in the press regarding "loopholes" and "abuses" (Including
the sad but irrelevant story of the Venezuelan race track winner),
no segment of U.S. business hasto our knowledge, expressed
support for these proposals for legislating "tax neutrality."

Resentment of real, and more often fancied, competition
from abroad does exist, and this resentment probably could be
channeled into complaints abdut alleged tax unneutrality, 6wever,
this is not yet evident* What is resented is the 1om4etito
whether foreign owned or U.Se owned, and the U.S. business man is
not interested in abstract theories of "tax neutrality" if they
would not reduce that competition. And how could they? If aforeign-owned producer can sell his overseas products here, without
bearing any U.S. tax burden on his overseas manufacturing Incomef
how would it help the U.S. company suffering from this competition,
for the U.S.-owned producer to be penalized in the name "tax
neutrality"? It would not immediately cut off the supply from that
source and, by the time that it was curtailed, the foreign-owned
producer would gladly step into its place.

So -- domestic business has not, as a matter of fact,
supported these proposals and it can be shown that they would not
prove helpful to such business.

The foregoing is intended to cover the Treasury's argument
of abstract justice or fairness in support of its "tax neutrality"
objective.

"Tax neutrality" to
divert capital to use
in the United States

Treasury's statedobeotive

Aside from the abstract theory of "tax neutrality" as an
objective in itself, the Treasury argues that it would divert U.S.
capital from use in the highly industrialized countries (Western
Europe, etc.) to use in the UnitedStates and thereby increase
U.S. employment of factory labor.

Treasury's arguments in support
of proposal and answers thereto

The Treasury argues that U.S. capital is now going to
Europe, etc., in preference to Use in the t1nited States; if this
capital iere diverted to the United States, it would make more jobs;
and "tax netrality" should, therefore, beIlegislated, so that
capital beingJ fren of Incentives to go to Europe, wohld decide In
favor ,V. ,Otment In thn united Stes.
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We do not believe any of this is correct.

1) U there is no shortage of capital available
for any profitable'use in the United States,the pur-
pose would not be served by diverting capital here.

2) -If there are ample productive facilities here,
in part idle end unused, increases in such facility ies
would not make more Jobs.

Zither the Treasury is wrong or the surprise ally of business
in this regard the AFL-CIO, is wrong. This is an astonishing situ-
ation but on this issue the AFL-CIO is in harmony with business.
The A*L-CIO statement Introduced in these Hearings on April 3, 1962
bg M. Stanley H. Ruttenberg, contains'the following statements onthIs subjects

"In determining what should and should not
be done to come to grips realistically
with our economic growth and balance of
p payments problems a number of widespread
alacies need to te exposed#" (p. 2 of

his statement).

"Is it true that American business needs the
tax credit to help finance new investments
because otherwise funds would not be avail-
able?" (pe 2)

"o..much of our productive capacity Lig/ still
idle because of lagging domestic demand."
(p. 3)

"Larger capital outlays are Mo being deterred
because of any overall lack-of available
private investable funds.

On the contrary, savings available for capital
formation are substantial. Actually many
businesses nov finance new plants and equip-
ment solely with their own "Internally"
generated funds - s. In 1961p this internal
cash flow actually exceeded last years total
outlaw for new plant and equipment by 6%."

hAccording to the Council of economic Advisorsl
about two-thirds of our manufacturing exports
are accounted for by the motal, machinery and
transport industries. Yet, it is precisely
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the major companies in these industries that
are most generously endowed with internally
generated funds available for capital improve-
ments. In fact$ in recent years they have
seldom been forced to sell stock or borrow to
meet their new investment needs*" (p. 4)

"The findings of the Wall Street Journal's sur-
vey support this conclusion completely* rt
found many concerns are now worried "by excess
capacity, which makes spending large sums of
money for new machinery seem to them a dubious
9 proposition regardless of tax laws." As one
usiness executive put it, 'the problem now
is trying to find markets for our present
production, not getting money to make more.'"
(p. 8)

Many business witnesses have testified to the same effect.

Conclusion as to the need to divert
capital to the United* States

There is no need to force U.S. capital to choose domestic
investment in preference to foreign; the supply of capital is
ample for both; all that is needed is opportunities to invest
profitably.

Increased capital available for investment here would not,
of itself, create more job opportunities.

Hence, "tax neutrality," even if effective in discouraging
business Investment abroad and forcing capital to remain here,
would not thereby increase domestic prosperity or jobs.

Prevention of tax savings through
"tax havens" as an objective in itself

The bill does not use or define "tax haven" or "tax haven
operations " and neither has the Treasury, although the latter con-
stantly and repeatedly uses the there as if it connoted something
evil* It will be necessary then, first to deal with the Treasury's
attacks, and then relate them to the provisions in the bill.

The Treasury's position as'
to "Tax Havens"

First, what does the Treasury mean by "tax havens"? It never
has given a definition, and in, the legislation it has drafted from
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time to time it has avoided the term, while proposing therein
different tests for what it calls by that name in its attacks.

Next, what results from the use of a "tax haven" corpora-
tion instead of any other foreign corporation? Under existing
laws

1) Income of a foreign corporation is taxable
to its U.S. shareholders when distributed and not
before -- regardless of where it-is incorporated --
hence, what is the basis of the charges of "tax
avoidance," and worse, leveled at so-called "tax
haven" corporations organized in countries such as
Switzerland and Panama. Are they enemy territories?

2) If the income of a foreign subsidiary corpora-
tion earned abroad is taxed at a low average rate, it
means that when it pays a dividend, itd U.S. parent
company will pay m U.S. tax per dollar distributed
to it than it would on a dividend received from a
subsidiary paying foreign taxes on its income at a
higher average rate. Is that bad for us?

It is exasperating to deal with insinuations and vague
charges. The fact that a foreign corporation minimizes it foreign
taxes is referred to as something somehow evil, that somehow
justifies our taking steps to penalize and put an end to it.
There are two answers:

If there is a violation of foreign law, by a foreign corpora-
tion, in a foreign jurisdiction - should we attempt to legislate
against it -- in the absence of protest or request from the foreign
government? Has our State Department of Commerce been asked its
views in this regard? If not, is our Treasury Department justified
in its attacks and In its use of this argument in support of its
proposals?

The second answer to these attacks is better and more in keep-
ing with our American way of looking at things -- we are interested
in business morality for its own sake, but here, fortunately, there
is no moral problem. A foreign corporation can keep down its tax
rates, by good business management, not only within the'letter of
the laws of the various foreign countries involved, but also within
their spirit. Foreign governments, recognizing that taxes can come
only from earnings are in many cases willing to cooperate. A lower
tax that Is colleciod Is better than a higher tak avoided by not
doing business in that country. Their tax authorizes strangely
enough think not only of the rate of tax or how much tax they will
collect from the taxpayer,'but also of the business the taxpayer may
generate, if assisted rather than penalized.



REVENUE ACT OF 1962 2939

Conclusion as to "Tax Havens"

Penalizing a "tax haven" corporation or rather its U.e
stockholders, is not an objective in itself -- therefore there
are, and can be, no arguments in its favor as an objective, but
merely in favor of such penalties as a means of attaining some
real objective.

The Treasury has made no showing that penalizing U.8. owners
of a "tax haven" corporation is, in itself, a worthy objective.
All the arguments it advances and examples it gives, are Irrelevant
to that subject. The abuses the Treasury cites can be dealt with
under existing law, and are only reasons why the law should be
enforced -- not why the owners of a corporation organized in a
country with a low tax rate should be penalized for that reason alone.

Provisions of the bill intended to
strike at the Treasury's latest
concept of "tax haven" income

The bill "lumps" a number of very dissimilar classes of Income
for penalty treatments

1) Income from insurance and reinsurance of
U.S. risks as to which nothing further will be said
except that the proper place for this to be dealt with
would be the sections of the Code (Secs. 861 and 862)
defining income from sources within and without the
United States.

2) Income from foreign patents (called, in the
bill "°United States patents"), copyrights and ex-
clusive formulas and processes (discussed further
below) which may have nothing to do with anything
resembling a "tax haven,"

3) Income from multi-country selling and trading
activities which would operate effectively as an
ANTI-EXPOR4 device, penalizing the sale of goods pro-
duced for example in the United States by a U.S.
parent company, anJ thereby favoring production abroad
or purchase from foreign producers.

It likewise would force compartmentalizing
U.S. owned operations In Europe, tt the very
moment when we are forced to face Coumion Market cor-
petition, and finally,
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1) Passive income, such as dividends, interest t
rents and similar items which may represent invest-
ment income from property not connected with the
foreign corporation's business, or may flow from

Croterty used or held directly 
in connection with suchUslneSso

Our concern is with the second and third of these classes ot
income. The Treasury's general attacks on what it calls "tax
haven" operations do not present any pertinent reasons why such
income should be singled out and penalized. On the other hand
a mere analysis of these proposals, and some reflection as to their
consequences, should be sufficient to reach a conclusion whether
the harm they obviously would do to our overseas business, would
not outweigh any theoretical advantages that might be imagined*

Some comments might be in order - regarding for example,
the fact that the "tax haven" penalty applicable to income from
selling activities abroad in more than one country is not applicable
if sales are made only in the country of incorporation. This is
part of the "tax haven" witch hunt -- there is some magic about
conducting business outside of the state of incorporation -- so
off to the stake with the witch. Is this reason or modern day
superstition -- or the new isolationism?

As for the "United States patents" -- under the bill they
can only be foreign patents. If really U.S. patents the income
therefrom would be U.S. income when received since they run not
beyond our borders. Here there is a compounding of the error of
proposing to tax U.S. shareholders on what is not their income,
by axing them on an amount which may be derived from what has
long been the property of the foreign corporation -- perhaps
even purchased from an unrelated person.

The numerous objections to the treatment of the two classes
of income discussed above as "tax haven" income t and therefore
deserving of immediate confiscation to the extent of 52%, have
been presented at great length by others appearing at these hear-
ings, and need no further emphasis herein.

Technical Objections
and Problems

No one can fully foresee or foretell all the difficulties
inherent in these proposals. It can be said, however, that any
tax based upon unreceived income earned and retained abroad by
foreign corporations can not, as a practical matter ever be
equitably administered. It would be considered untAinkable not
to have the Internal Revenue Service investigate the tax returns
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and underlying records of all large corporations here in the
United States. That is a big task, but any comparable investiga-
tion of the returns and underlying records of all the U.S. owned
foreign corporations all over the world would present a far
greater tasks

Until examined, a U.S. corporation having foreign subsi-
diaries could never know the extent of its U.S. tax liability.
Such uncertainty is a handicap to business planning, and would be
an additional handicap in meeting foreign competition in world
markets.

A great many objections have been raised to specific aspects
of these provisions for taxing in advance what is not the tax-
payer's income. These criticisms relate to the manner in which
the determination is to be made whether the penalty tax applies,
including the "catch-all" provisions (of the proposed row isRco
Sec# 953) for taxing the U.S. shareholders on all undistributed
income of the foreign corporation not already taxed to them,
unless invested (by the foreign corporation) in certain pre-
scribed ways.

These are questions as to the way the victim is skinned --
the basic question is --- is the penalty deserved and will it help
his fellow citizens? How much further will this process go, in
the attempt to control business life through taxation of what is
not income of the taxpayer? WLll domestic corporations be the
next object of attack, taxing majority stockholders on the divi-
dends they did not receive, if the profits of the corporaion are
not invested as required by Oovernment? How about taxing share-
holders of oil companies on their share of depletion allowances
on foreign operations?

Part II

PROPOSAL TO GRANT ADDITIONAL AUTHORITY TO
THE TREASURY TO ALLOCATE TO U.S. TAXPAYERS
AN INCREASED SHARE OF ACTUAL QR ESTIMATED
INCOME ARISING OUT OF SALES TO OR PURCHASES
FROM RELATED FOREIGN CORPORATIONS

Existing law and the Treasury's
administration thereof

There has long been in the law a provision ("old Section 4,
and now I.R.S. Sec. 482) granting the Treasury authority in its
discretion to "reshuffle" income and expenses when, in its dis-
oretion. R considers this to be necessary in order to prevent
evasion of taxes or clearly to reflect the income of any" person.
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This is a powerful weapon in the hands of the Treasury, but It
has long neglected it, having heretofore applied it in relatively
few instances.

Since the enactment of the present I.R.C. See. 6038 the
Treasury has means of obtaining all the information it needs for
the application of these provisions (of Sac. 82) to correct any
improper shifting of income from a U.S. taxpayer to a related
foreign corporation. (The latter, Incidentally while improper and
resulting in an actual "tax deferral," does o result in a per-
manent escape from U.S. taxes, as such taxes will be payable as
and when the U.S. shareholders of such a corporation realize any
income therefrom.)

The Treasury complains of difficulties it has experienced in
the past in applying the provisions of See. 482, both in making
adjustments thereunder and sustaining them in the courts. As to
the latter, we have analized every reported court decision, and
the reasons for the Treasury's failures may clearly be seen there-
from. There is no evidence of any weakness in existing law.
Neither is there any indication that the result in any of these
cases would have been different had the present law been in effect,
save in one particular: where the Treasury has proposed an in-
crease in tax as a result of "shifting" Ma income to the taxpayer$
without indicating the extent that this arose from understatement
of income and/or overstatement of expenses, the Courts have upheld
the existing statutory requirement that this be done, whereas the
proposed addition to Sec. 482 would permit an adjustment of M
income from such intercompany sales.

So much for past history.

Scope of the proposed addition
to I.R.C. Sec. 482

The proposed addition to I.R.C. Sec. 482 is limited in scope
to profits and commissions derived in connection with sales of
tangible property between related domestic and foreign persons
(including, of course, corporations).

Pricing of Inter-Company Sales

The bill states principles to be observed by the Treasury In
determining what are to be considered as "arm's length prices.*
Where the taxpayer can not establish such prices to the satis-
faction of the Treasury, the latter would have authority to adjust
the income of a domestic (U.S.) person selling goods to or buying
goods from a related foreign person by taking
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into consideration certain specified factors, within and without
the United States, and other factors, "Including the special risks
(if any) of the market in which the property is sold."

In lieu of such method the Treasury would be required to use
any other method which the taxpayer could establish "to the satis-
faction of the Secretary or his delegate" as clearly reflecting
the income of each organization involved*

The specified factors to be taken into consideration as set
forth above would bet

1) Real property and tangible personal property,
whether owned or leased (but not including inventories
or accounts receivable from customers), to the extent
used in the production, distribution and sale of the
goods,

2) Compensation of officers and employees, to
the extent attributable to the production, distribution
and sale of the goods, and

3) Advertising, selling and sales promotion ex-
penses (including technical and servicin expenses) "to
the extent attributable to the property.

Such property would e valued at its adjusted basis "in the
hands of the taxpayer" Lquery: What about leased assets "...
or, If such basis is not available in the case of a foreign organiza-
tion, then their book values, adjusted to approximate their adjusted
basis."

No portion of the income would be allocated to a foreign
organization "whose assets personnel, and office and other facili-
ties which are not attributable to the United States are grossly
inadequate for its activities outside the United States."

The Treasury also would be authorized to prescribe rules,
for the purpose of the foregoing, and also "for the allocation of
commissions arising from sales of tangible property" between domestic
and foreign organizations.

The Internal Revenue Service would be permitted, in case of
inability to obtain the required information, to g the amount
of income from such inter-company transactions and aocate the
amount so estimated between the related organizations.
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Comments

The specific statutory exclusion of inventories and accounts
receivable from customers from the factors to be taken into con-
sideration in making the allocation would work hardships in many
instances. Furthermore, this exclusion would take away the in-
centive otherwise available to an organization engaged in the
distribution and sale of goods abroad to purchase U.S. products
(requiring a larger stock of goods), instead of goods which could
be obtained upon shorter notice from suppliers in the same country
or a nearby country.

The problems, difficulties and expense of determining the
a of the enumerated specific factors would be tremendous.
it-wouIld not be enough to determine the of the property and
expenses of the = specified, within and _without the United States.
It would be necessary to determine what portion (amount) of such
property and expenses were "attributable' to the amount of the
particular goods sold (or purchased), for which a pricing adjust-
ment might be proposed by the Treasury.

As stated above the Treasury already has, under the existing
Sec. e82, full authority to do all that is proposed~with the exception
noted, which can readily be shown to be of no practical significance,

It is the concensus that until the Treasury has had a sub-
stantial amount of experience in administering the existing See. 482
under (a) the existing provisions (of I.R.C. Sec. 6038) requiring
detailed information to be furnished by U.S. corporations regarding
related foreign corporations and (b) the Regulations which it has
ust promulgated, for the first time under the existing Sec. 482,

the principles suggested (but not put into the form of specific
rules) in the present bill should not be crystalized into law by
incorporation in the Internal Revenue Code.

In the meantime a thorough study should be made of the possi-
bility of some specific =fl for pricing intercompany sales (for
inclusion in or along with7..C, Secs. 861-864), which could be
relied upon by taxpayers, thereby affording them some degree of
certainty, unavailable under either the present or proposed pro-
visions of See. 482.
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Part III

PROPOSAL TO INCREASE THE AMOUNT
OF U.S. TAXES ON DIVIDENDS RE-
CTIVED FROM FOREIGN SUBSIDIARIES

What is proposed by the Treasury

This Treasury proposal which would increase the amount of
U.S. taxes on dividends received from foreign subsidiaries, is in
the form of a provision that a U.S. corporation which claims the
"deemed paid" foreign tax credit with respect to dividends re-
ceived from a foreign subsidiary would be required to include in
its income subject to U.S. tax, in addition to the amount of the
dividend it actually received, the amount of the foreign taxes
paid or deemed paid by that subsidiary (to foreign governments)
with respect to the total income out of which it paid both such
taxes and the dividend. The credit would then be computed on the
basis of this artificially inflated income.

The Treasury's position
regarding "gross up"

The Treasury proposal is designed to give effect to its
newly-invented theory of "tax neutrality," in this instance
primarily as a means of achieving abstract Justice. It brushes
aside the objection that its radical new me hod of computing the
foreign tax credit disregards 40 years of experience with the pre-
sent method on its further theory that this was somehow an over-
sight of all previous Congressional tax committees and Secretaries
of the Treasury. It chooses to ignore the fact that a bill intro-
duced in the 86th Congress to engraft the "gross up concept into
the foreign tax competition t was not favorably acted upon by the
Ways & Means Commit tee after hearings in April 1960, only two
years ago.,

The Treasury alleges that the present method allows both a
deduction and a credit for the same foreign tax. All the Treasury's
structure of defense rests on a conclusion (which we believe
erroneous) which it draws from a mathematical computation.

Answer to the Treasury'sX arguments

We draw a contrary conclusion from the same facts as used
by the Treasury in its computation, which we believe should con-
vince anyone that there is not both a deduction and a credit
allowed under the existing method for any part of the foreign income
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tax allowed as a credit,... Only that portion of the foreign
income tax which has been paid with resp ect to the income actually
received by and taxable (usually at 52%) to the U.S. taxpayer, is
allowed as a credit. This can readily be seen from the fig ures
used in the Secretary's own "Explanation" (p. 56 of the printed
edition) given in connection with his appearance before the Ways
& Means Committee last May and Junes

1) Foreign corporation B earns in country X $100.00
4 K 2 ) B pays income tax to country X 20.00

3) B pays balance of income as a dividend to

the owner of its stock, U.S. Corporation A # 80.00

+) A's U.S. tax on $80 at 52% is $ 41.60
5) LESSs Credit for foreign tax on the

$80 paid to A (at 20%) 16o00

6) U.S. tax payable by A (net) $ 25.60

From the foregoing it is clear that:

1) A is taxed at 52% on the full $80 that it
receives from B.

2) A gets credit only for the foreign tax paid
by B on the $80 of income it pays to A.

3) A gets no benefit from the $I+ of foreign income
tax paid by B on the $20 of income B uses to
pay its (B's) foreign income tax.

Where is the double benefit to A? Why should A be taxed, as
proposed in the Secretary's "Explanation," on the $20 it did n
and never can receive from B?

There is no such inequity here as to require the proposed
radical change in a method which has been in effect for some 40 years.

Many billions of dollars have been placed at risk abroad by
American business in reliance upon the existing method of allowing
credit for foreign income taxes. Is this to be overturned over-
night, merely because of theoretical considerations? This change
would mean little to U.S. owners of foreign corporations operating
in Canada, the United Kingdom, France, Germany or Japan (because
of their high tax rates), but would hit hardest those having
foreign subtidiarien in, for example Latin America, or partially
developed countries like the Mezzogiorno region of Italy.

tI,
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Hence it would, in most instances, conflict with the President's
avowed purpose of encouraging U.S. business investment in "less
developed countries."

This is a vital point, with respect to which there has been
the greatest amount of misinformation both in the press and in
statements by individuals whose duty it is to know whereof they
speak, or to keep silent.

Conclusion

The "gross-up" proposal, if adopted, would impose an in-
creased burden of U.S. taxes on dividends from income earned
abroad -- one of the inflow factors which helps to overcome the
deficits in our international balance of payments created by our
overseas military expenditures and foreign aid programs.

The proposed change would be unfair to business, which
for many years has relied on continuance of the present method
of computing the foreign tax credit (as well as the long-standing
policy of our Government to encourage overseas expansion) while
investing billions of dollars in business activities abroad.

The present method does not allow any U.S. taxpayer both
a deduction and a credit for the same foreign tax, and it pro-
vides that every dollar of foreign dividends received (but not
more) is to be included in taxable income and taxed at the full
U.S. tax rate, subject, however, to credit for not more than the
amount of foreign income taxes actually paid with respect to the
full amount of the dividends received.

for
We find no sound moral or economic reason/the change in

method initiated by Congress over 4O years ago and unchanged
since then,

Over-All Conclusions

Our over-all conclusion, in the light of all the statements
of witnesses and others , heard and read, is that our overseas
business contributes so much toward our economic welfare (includ-
ing the minimizing of our international balance of payments deficit
situation) that it should be aided rather than penalized*

It is the personal view of the writer that our long-standing
policy of expanding overseas operations (which has paid off so
handsomely over the years) should be continued and strengthened t
rather than abruptly discontinued. In fact, the writer goes
further, and repeats a recommendation made many times in past years
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income from the manufacture in the United States of goods sold
in export (for use or consumption abroad) should be taxed at let
than the full U.S. Income tax rates. And it is his firm conviction
that the resulting expansion of exports and consequent increase
in employment and gross national production t would increase over-
all tax revenues more than enough to offset any loss due to the
recommended rate reduction.

We have concluded that the Treasury has failed to justify
its radical proposal to lax in Iadane U.S. shareholders on the
undistributed overseas earnings Of oreign corporations, on the
basis of any of its asserted objectives.

We are convinced that it would be unwise to enact at this
time the proposed extension of I.B.C. See. 482 (intercompany
pricing rJn2I.P1u. not formulae), before the Treasury has had
more expert enceactually administering the provision of the pre-
sent Sec. 482 with the help of the additional information now
available by virtue of I.R.C. Sec. 6038. (Incidentally, we
believe that the Treasury neither needs nor would, in practice$
eain any net benefit from the proposed addition to I.R.C. Sec*82.)

Finally we are convinced, for the reasons heretofore
stated, that the proposed radical change in the method, in use
for more than 4O years, of computing the foreign tax credit t Is
neither just nor justifiable.

Huch more could be written regarding technical problems
(including Constitutional questions) raised by the bill as
drafted and the heavy burden of labor, expense trouble and un-
certainty which compliance and verification would impose on both
taxpayers and the Treasury.

We feel, however, that the only sound test to be applied to
measures such as these, intended to be for the common good, iss

Will it accomplish
that objective?

If we believed that these new devices would work and be
for the common good, we would support them wholeheartedly.

We do not believe they would, and so we do not support
them.
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The CHA1mIAx. The next witness is Mr. Ray R. Eppert, Greater
Detroit Board of Commerce.

Take a seat, sir.

STATEMX KNT OF RAY R. EPPERT, PRESIJXUT, BURROUGHS 00RP.,
AND VICE PRESIDENT, GREATER DETROIT BOARD OF COMMERCE

Mr. Eppm. Mr. Chairman, my name is Ray R. Eppert, president
of Burroughs Corp. and vice president of the Greater Detroit Board
of Commerce.

I am testifying today on behalf of the board of commerce, which
is a nonprofit organization incorporated under the laws of the State
of Michigan. The statement we are presenting pertains to the sec-
tions of H.R. 10650 which deal with the taxation of income earned
abroad by subsidiaries of American corporations.

It is our opinion that this bill, if enacted in its present form, would
materially decrease the ability of American business to compete in
the world market. It becomes increasingly apparent that the United
States needs the world market more than the world market needs
the United States and, if any action is taken which weakens our com-
petitive posture and prevents maximum development in this world
market, it is certain that severe repercussions would occur in our do-
mestic economy.

Adequate job levels, a satisfactory balance-of-payments position,
the attainment of an increasing export surplus and the production
of increased business earnings which will maximize the U.S. Treasury
tax revenue are all dependent upon American business maintaining
and improving its present competitive position in the world market.

We emphasize this point because it is the one essential fundamental
that is involved in the proposed program.For this reason, the hearings now being conducted by your com-
mittee are crucial insofar as-U.S. foreign economic policy is con-
cerned. We use the phrase "foreign economic, policy' rather than
"foreign taxes" because this committee will shortly be dealing with
Hl.R. 9900, the Trade Expansion Act of 1962, which will establish
a new basis for trade and tariff relationships with other countries
of thefree world and, particularly, the Common Market.
.We do not think it is practicable to fliflize tax legislation invblv-
ing business both at home and abroad without first considering the
legislation which will be proposed on tariffs ahd trade. The definite
interrelationship makes this a two-sided coin and a unilttera ap-
proach to, either taxes or to trade without proper considemtion of
the, th*' would take a fundamientd problem out of an essential total
context. ,

We feel that Congress has the opporttinity hi this session to create
an excellehit 6limate for st6ng US. economic growth or, conversely,
opss legislation which could, in the long run, reduce it tmted
States tb , second-class ec6obiibpower. A combination of the wtong
tax and the wrig trade conclusions could do just that. We have
every cftfidence' that this will not happen and that this committee
and the Congreis will Work to achieve an effective overall foreign
economic policy.

2949il
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We firmly believe that sound foreign trade legislation must be
predicated on a preservation of the freedom to move capital for the
most advantageous development for the United States of the foreign
market potential. It is basic to say that this invested capital and te
overseas economic effort it generates for the United States should be
allowed and encouraged to grow. It should not be subject to attack
by punitive tax measures directed against U.S. foreign subsidiaries.

The talents and abilities of the several thousand American com-
panies with substantial international interests represent priceless shock
troops to spearhead the drive for free world economic growth and for
the forward progress of America's economy, in particular. These
companies are providing technical assistance; they provide the great-
est motivating force available to the United States for the maintenance
and the improvement of living standards of both the developed and
underdeveloped countries of the world.

It is our belief that proposals for current taxation by the U.S. Gov-
ernment of income earned by subsidiaries of U.S. companies operat-
ing in other countries, whether or not dividends are remitted, at rates
higher than those established by the country in which the income is
earned would (1) greatly weaken the competitive position of Ameri-
can business versus foreign-owned business in the world market; (2)
seriously reduce the rate of new private investments abroad through
lower availability of foreign-earned income for reinvestment, or pro-
duce an unfavorable effect on the U.S. balance of payments if the rate
of foreign investment is maintained; (3) the proposals would elimi-
nate the incentive for American companies to organize overseas op-
erations so as to have (a) the lowest tax base abroad, (b) the largest
amount of retained earnings for reinvestment and remittance to' the
United States, and (o) the lowest foreign tax credit as earnings are
remitted to the United States thus maximizing taxes for the U.S.
Treasury, (4) the proposed changes would reduce our favorable ex-
port surplus; (5) reduce domestic employment and retard future job
security and growth; and (6) require even larger expenditures of
U.S. funds for foreign economic aid to offset the reduced rate of
private investment thus creating a still further adverse effect on the
balance of payments generated by Government aid programs.

We believe we should not overlook the fact that all countries in
which American foreign subsidiaries are located-every one of them-
have their own balance of payments and revenue problems. The'im-
position of a U.S. tax on income earned in these countries, not based
on dividend rensittances, could be interpreted as a U.S. ifiove to create
greater than normal drain on their. resources and col0 wVell lead to
tax measures there designed to protect their position on balance of
paynienits atid revenue. It seems to us that this might even create
political problems within some of the countries which would be in-
volyed and the action might be considered as U.S. ec6noniic tax
imperialism.

Underlying the tax proposals, we believe, is a basic misufiderstand-
ing of the purpose and function of direct Aimerlcin investment
abroad. These. yect investments are made to take advantage of
potential demand, market demand, to'satisfy potential! iiirkts-that
cannot be served through U.S. exports. It has been said again and
again that American business does not go to all the difficulti t of

2950
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creating 'oversea operations if the market ckn be successfully served
by the very simple means of exporting finished commodities. Ameri,
can business invests abroad in order to create a supply stmuetUre that
will remain competitive with foreign competitors and to maintain and
expand exports of semiflnished or finished exports as part of a bal-
anced worldwide marketing effort. ,

There is no alternative to American business investing abroad if
we are'to hold and expand markets for American enterprise. This is
vital to the maintenance and expansion of; the number of jobs Iin
the United States and the attainment of a maximum. export trade sr-
plus. Stated differently, this oversea activity contributes greatly
and directly to our domestic economy.

Increasing the cost of doing business abroad would, negatively
affect Americas economy. We know of no case, Mr. Chairman, where
a country proposed a program to make it more difficult for its citizens
and therefore itself to compete with foreigners for world markets.

The committee is already aware of the' fact that direct foreign
investments have produced a net inflow of funds, thus relieving the
pressure on the T.S. balance of payments. For the period 1950 to
1960, the net return to the United States from foreign investments
has been in excess of $8 billion. For the year 1961, a dramatic increase
occurred, and the net favorable flow was $1,051 million.

The 'proposals being studied-I am referring to dividends only,
sir-the proposals being .studied would 'place an' increased burden
on our total unfavorable balance of payments position. Much expan.;
sion of oversea operations is with income earned abroad and taxed
at lower income tax rates by the country in which it was earned.
The proposed lower availability of such funds abroad might well
accelerate the investment flow directly from the United States. Obvi.
ously this would result in a worsening of our balance of payments
position,

There has been much discussion of loopholes and tax havens. It
has been well documented in previous hearings that the present In-
ternal Revenue Code contains adequate provisions for eliminating
any malpractice. Incidentally, to put a legitimate corporation that
is ownedby many thousands-

Senator-GoPiw Mr. Chairman ,
I would like to ask you,you sayrit has'been well documented. The

Secretary of the Treasur said existing law" was wholly inadequate.
Mr. EpnRrmr I would like to -ome bick to that, if I may, Sefiator,
Senator Goiw. You could just tell us now.
Mr. ErPi.iR. When I say "well documented," I would suggest a

reference to volume 4, June 5, 6 7,8, and 9, the hearings on foreign
taxes before the Committee on Ways, and ieans. There are a thou-
sand pages of testimony there.,

Incidentally, toput a legtimate corporation thatisowned by many
thousands and even hundreds of' thousands of stockholders;in the
category of a personal holding company in' their oversea, operations
is, to say the least, somewhat unrealistic.

The proposals, if adopted, -are an, invitation to the coutitries' in
which the income is earned to increase their income or-, re.iittance
taxes to U.S. levels. 'This would, transfer the fuids now available
for reinvestment abroad or dividen& remittances to thei United States

2061
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into the tax collections of overseas countries. The net result is a tax
loes to the United States. It would also retard the rate of U.S. de-
velopment of overseas markets essential to ournational well-being.

U.S. exports directly traceable as sales to overseas subsidiaries and
branches of U.S. companies have been estimated to have been valued
at more than $2.6 billion in 1957. Private estimates indicate these
exports may have doubled since 1957. Undoubtedly they have been
running at a much higher rate in more recent years. Capital goods
exports alone, also due to the purchases in the United States of di-
rect investment enterprises abroad, have recently been estimated at
billionn or about one-quarter of our total capital goods exports.
Thus at least one-half and possibly all our recent trade surplus of al-
most $5 billion was generated by subsidiaries of American companies
operating abroad.

We have outlined how direct foreign investment contributes great-
ly to our export surplus. It thus creates jobs in the United states

Instead of exporting finished products exclusively, American di-
rect investment abroad-leads to the exportation of capital equipment,
raw materials, subassemblies, and component parts. These exports
would not occur at all if it were not for the subsidiaries abroad.

There would not be such an export.
This is in addition to the continued exportation of fully assembled

or fully finished merchandise, much of the latter of a more advanced
and technologically sophisticated nature. The important point is
that without the American direct investment abroad we would not
be sharing the oversea market to the same degree. That is the vital
point.

American business does not have a choice, Mr. Chairman, between
exporting goods made at home, or producing abroad. Unless Amer-
ican business is willing to venture ibroad and produce abroad where
the markets cannot be supplied by exports from the United State
the gr-owing markets for components, subassemblies, semifinish
capital goods will not be American markets. Also our exports of
finished commodities dependent on a balanced-marceting program
will be seriously reduced.

The rapidly developing world market is the greatest economic fron-
tier and challenge the United States has ever faced, and the develop-
ment of this frontier requires a two-pronged attack-direct exports
and overseas direct investments and operations to generate added
exports and Income. We believe direct oversea operations should
actually carry top priority in the program to maximize the:growth
of the U.S. economy. . - .

The United States is involved, whether we like it or, not, i an
economic world series and a lot of games have to be played on the
road and not just in our own ball park.' When Ameiican business
is playing the game of competition for the United States on the road
in thos foreign parks, it is Obvious that handicaps cannot be placed
on ofr players which are not placed on our opponents.

We are not that good,
.Iomight add it as vital to the welfare of the United States thatwe

win balgames on the road as well as at home.
If the administration feels that U.S. business operating abroad

should currently be under the same tax b5irden as when it operates at

2
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home, such a position would only be practical at the time when 'the
U.S. Government is able to negotiate with all industrial nations auniform income tax rate wsileit i negotiating uniform tariff taxa-
tion. Only on this basis would American bus'nese remain com0eti
tive.

Obviously, that cannot be done, and, therefor% any change in the
rules of the game would militate against the best Interwe of the
United States.

The CIH[AIRLN. Senator Douglas?
Senator DovoAS. You made a reference on the next-tothe-laA pe

of your testimony to the alleged tax havens. Is it your contention
that there are no tax havens ?

Mr. EPpzRT. Not fbr a legitimate buses
Senator DOUGLAS. May I "y-
Mr." EPP=rr. Let me explain what I mean, Senator, because that

sounds like I brushed off your question, and I did not.
If an Ameriean corporation is able t organize its international

operations and network in such a way that theyminimize the fo1rei
taxes paid, the net result, of course is that there is created temporary
a contribution to working capital that can be used to increase the asset
position of the United States overseas to increase the business, and
to increase the earnings, and, therefore, bring back-

Senator DooLs. Soit is your contention-
Mr. Ewurr. May I finish, sir ?
Senator DovoAs. Certainly.
Mr. EPmnR. In other words, let us sayit has been a temporary work-

igW-0,pital haven.If it is a tax haven for anyone, because bear in nd, the reut
of doing what I have outlined is to bring back the munImum foreign
tax credit to apply against U.S. taxe--ifit is a tax haven for anyone,
it is not a tax haven for the business, it is a tax haven foil the U.S.
Treasury.

Senator tooLAs. Do I understand, therefore, that it realy benefits
the U.S. Treasury for companies to incorporate in the Bhamnas and
Panama and Venezuela and Switzerland and in Liberia?

Mr. EpPmr. It depends on whether or not it is #; paper, a sham; for-
poration, or whether it has substance.

Senator DottoiAs. What-is the difference between the two ?
Mr. Ep mt. Sir?
Senator DouaLAs. What is the difference ? How would you Judge?
Mr. EPI'nr. Well, is it a going business?
The best yardstick I can find-for my own th g, Senator is tlho

answer I gave when I was asked that question by some members of
the Way sand Means Committee.

Senator Douows. Well you are asked again.
Mr. EPpmrr. What is a slam corporation I
I said I am not certain I can aiesoribe a sham corporation, but I

think I can define what a legitimate operation is. A legitimate opera-
tion can very easily be determined by merely looking at the balance
sheet and the operating statement and ma certain. the money is
working. /

If the money i working, it is legitimate, because it is working for
the benefit of the company and the United States.
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Senator Douo.s. Well, I want to sayto the witness that this com-
mittee has been very enterprising. I want' to congratulate the chair-
man and the staff in printing the testimony and the exhibits of theSecretary of the T ry ad hi tesimon..

Mr. ErnR. I have that here. I wanted to comment on it.
Senator DouOLmS. Just a minute please.
Do you have a copy ofthese hearings I
Mr. Eppzirr. Yes.
Senator Dou;LAs. The green book?
Mr. Em=. Yes, but I wanted to comment on the Joint Committee

report.
Senator DOUGLAS. Just a minute, please, if you will answer my

questions.
Mr. EpPxwr. Sir?
Senator DoUGLAs. If you will answer my questions, I would prefer

that.
Will you turn to pages 224 and 225?
And may I say, Mr. Chairman. I want to congratulate you and-the

staff for printing and making available in the latter part ol these hear-
ings the testimony we rely upon, instead of waiting until later. It is
an excellent idea.

Have you looked at those pages?
Mr. EprE . Yes.
Senator DOvoLAs. I ask you to look at page 225. That has the fol-

lowina titles, "Subsidiaries in Selected _Tax Haven' Countries and
Total in All Countries in 1959 for a Group of 1,075 U.S. Corporations,
Classified by Year of Incorporation of Subsidiaries."

Then there are the years, in the left-hand column, and in the succes-
sive columns, the following countries: The Bahamas, Panama, Vene-
zuela, Switzerland, Liberia, all of these countries with very small
domestic markets.

Now, if you will notice, you will see that from 1950 to 1959, there
were 20285 subsidiaries incorporated in these five very small countries.
Mr. Epm . No, that is in all countries, Senator.
Senator DouGLas. Pardon ?
Mr. EPPmr,' Look at the heading.
Senator DovtoAs. Yes, I beg your pardon.
Mr. Epnr. In all countries; that is in all countries, Senator.
Senator DouorAs. Yes, in all countries I beg your pardon. And in

these five countries there were about 600 incorporated during those 10
years, is that not true ?

Mr. Ern . Yes, sir.
Senator DovoL.s. And the vast majority of these were incorporated

from 1955 to 1959. About 430 of the 600 were in the last 5 years, is
that not true?

Mr. EP rn. Yes, that is right.
Senator D As. In the 10 years from 1950 to 1959, inclusive, there

were approximately 600 corporationslincorporated in these countries
of which 430 were incorporated in the last 5 years.

These are approximate figures.
Is that true I
Mr, EPwr. Yes, sir.
Senator DouGLAs. Now, then, wecome to 1960 and '196.
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Seventy in Switzerland tin the year 1960; 101 in Panama; 16 in
Venezuela; 61-in the Bahamas;49 in Liberia. 1

Now, that is 70 in Switzerland, as compared to 118 in 10 ears; 101
in Panama in I year, as compared to 200 in 10 years; 16 in Venezuela
in I year, as compared to 126 in 10years.

Sixty-one in the Bahamas in I year, compared to 46 in 10 years.
And 49 in Liberia in 1 year, as contrasted to 47 in' 10 Years.
Now, that s only 1960, butwe also have figures for 1961.
Ifyou will check me to see if I amright in this:
Seventy-eight in Switzerland in 1901, as compared to 118 in the 10

years, and thus there were 148 in 2 years as compared to 118 In 10
years in Switzerland'.

In Panama, 42, as compared to 200, or 148 in 2 years, as compared to
200 in 10 years

Nine in Venezuela, or a total of 25, as contrasted with 126 in 10
years.

Apparently there has not been an increase in Venezuela.
iy-seven in the Bahainas, as compared to 48 in the 10 years; in

the Bahamas in the 2 years, 98 'in 2 years, as compared to 46 in 10
years.

Liberia, 17 in 1961, as compared to 47 in 10 years, or 66 in 2 years, as
compared to 47 in 10 years, thus indicating much greater accleration
of this pace so far as Switzerland, Panama, the Bahamas, and Liberia
are concerned, although a decrease in the pace so far as Venezuela is
concerned.

Now, you think it is the high state of domestic productivity and
cultural advance in Liberia which makes Liberia so attractive to
American corporations I I .

Is it the huge domestic market in Liberia which makes it as a magnet,
as it were, to draw this large number of corporations to it ?

Mr. EpmPrr. Senator, 1 do not believe that is the question.
Senator DouonLs. Well, it is my question.
Mr. EPP RT. You are not saynigI hope you are not saying, that

every subsidiary formed i any of these five countries is there because
it is a sham operation. any

Senator DottoaLs. I do not say that everyone is, but I say that this
tremendous popularity of these extremely small countries, does create
a presumptibn that some of them are there as a sham?

Mr. Eppw T. It could be.
Senator DouotrAs. It could be.
Do you think it is ?
Mr. EPwTr. 'We do hot support malpractice, believe me.
Senator Dotorms. Do you not look with suspicion on this tremen,

doifs rush toward these four othtries I
Mr. EPPlrr. Are we going to tar legitimate business, tar and featherlegitimate business-- .

Senator DotroLAs. We are not tarring ahd feathering anyone. 'They
can go there. The question is whether they can go, there to escape
taxation and I have not mentioned, a single name, although I could.

Mr. r. Senator, the Internal event Department has en-
couruged business t&brganiie its oversaaffairs--

Senator Potro5. You mean because of the present taxes?
.Mr. Emir. Legtlinatetaxes.
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Senator DOtOLAS. Because of the present tax laws I
Mr. EpPmT. In order to protect as much U.S. tax as possible.
Senator DOUGLAS. Then you look with favor, then, upon this migra-

tion to Liberia?
Mr. Eppmr. No, not necessarily, I do not know a thing about

Liberia.
Senator DouoLAs. Do you or do you not I
Does this create any suspicions in your mind whatsoeverI
Mr. Eprw. I have no personal knowledge of Liberia and I would

not be competent to answer that question.
SenatorIDvouLA. Look at those figures.
You are a highly intelligent man. Does this strike you as strange,

47 companies hi 5 years, 88 companies in 2 years I Libria is a small
country. The average income is low. There is not an appreciable
domestic market.

I had not thought that Monrovia was the most attractive place in the
world.

Mr. EiPnmI. Are you not going to mention Switzerland I
Senator DoUGLAs. I am mentioning Liberia at the moment. I will

come to Switzerland later.
Mr. Ear . I would not have any knowledge at all of Liberia.
Senator DoUGLAS. Let us stay inside this ball park.S
Mr. EereaT. I will answer your question by saying this, Senator,

and it is the only answer I can give because of my lack of knowledge
of what goes on in Liberia.

I do know this: That Liberia is growing rapidly. That is all I do
know about it. But I do know that industry, as a whole, has tried to
protect not only its own working capital position by minimizing for-
eign txs but to preserve the minimum foreign tax credit when the
dividehds come home.

That is one of the reasons.
Senator DovULAs. Minimize U.S. taxes, too?
Mr. Eppwr. SirI
Senator DouoLAs. And minimize U.S. taxes ?
Mr. Eppm. No. Maximize U.S. taxes.
Senator DOUoLAS. I see.
Mr. EBnr. Maximize.
Senator DOvLAS. In other words, people who go to Liberia are con-

ferring a great favor upOn the United States I
Mr.-EPi'rowi. I did not say that. I said they organize their overseas

affairs to minimize foreign taxes, not U.S. taxes.
Senator DouGLAs. Is it not presumptive that they went to Liberia in

part to minimize foreign taxes ? .
Mr. Epnzi. Are you suggesting that the money will never come

home?
Senator Dotr&4s. Then you favor their gotig'to Liberia?
Mr. EPnmr. I did not say that.
Senator Dotlr As. Oh.
Mr. Erpm. I did not say that.
Senator DouoiAs. No*, take the Bahamas. We will .approach

SWitzerlandthroigh warmer cliMiates. [Laughter.] , a ,
Ninety-eight companies in i960 and 1961 went* there; 86 companies

from 106 to 1959. Does that arouse any suspieion in your mind?
Mr. Enmwr. If I were the Internal Revenue Departmiient, yes.,
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Senator DovoLAs. They have published these fi
Mr. EPmzw. If I were the Internal Revenue Dpartment, I would

take section 482 of the code and find out what goes on, Senator.
Senator DOUGLAS. You are a citizen. The Infernal Rvenue person

is simply a citizen, also, working for the Government.
Mr. Epw. The Internal Revenue Department has many tools at

present in their possession for looking at malpractice and determin-
mg malpractice.

Senator DouoLAs. But in some cases, it is frequently better to head
it off at the source by removing temptation.

Mr. EPnzrT. I want to repeat, they have encouraged the operation
of legitimate business in such a way that the minimum foreign tax
credit will be returned to the United States with the dividend, thus
preserving the maximum U.S. tax. Let me give you an illustration.

Senator DOUoLAs. I do not want to be arbitrary, but I have not
finished this parade of countries yet and, I would like to turn to
Panama, if I may.

Mr. Eppmmr. My answer will be the same on Panama as Liberia,
Senator.

Senator DouoiAs. Let us get the figures on Panama; 148 companies
incorporated in Panama in [960 and'.1961; and 156 from 1955 to 1959.

Is it the domestic market of Panama, the high per capita incomes
of the Panamanians which served as an attraction, or is it the low
tax rates of Panama i

Mr. ErPmr. I do not know. But the Internal Revenue Depart-
ment can find out, Senator.

Senator DouorLs. Well, is it proper for Congress t6 find out?
Mr. EPPRT. Yes.
Senator DoUGLAs. Is it not proper for Congress to have some

suspicions
Mr. EPPFR. I wish I could answer your question. I wish I could

tell you who these companies are and exactly what they are doing.
I do not know.

Senator DoUGLAs. Well, you came to testify on the subject.
Mr. EPPERT. I came to testify on the subject of section 18, which

covers nondeferral of tax.
Senator DOUGLAs. That is what I am talking about.
Mr. EPPEIT. Senator, Ido not want to disagree With you, and I do

not want to be impertinent, but I think we are nssing here thismorn-
ig the biggest point that isinnvolved in this whole thing.

Senator DoVOLAs. Go ahead.
Mr. Eppm. You said, when you were 'talking to Mr." Seghers a

little while ago, that unless there was a public interest involved, why
should there not be exact parallel tax tIreatment both at home and
abroad.

Senator DOtOA's., I saidthat the presumption. •
Mr. Em RT. I want to sY to you, sir, that there is a public interest

involved. I started withmy chpainy as a dd 18 years of age, 41
yars'hgo, as a branch shipping clerk oi in Ogde, Utah. I was not
there more t4~n 24'hours bfore Ifouxd out the facs of. ree enter-
pkise ife, which is that nothinghappens, taxes, jobs or any g,
until somebody sells something.
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The public interest is involved in an increasing incoming order
index for the benefit of the American economy both at home and
abroad. The growth of the world market is faster,,more dramatic at
the moment, as you know, than our own.

We talk about the developed nations, Western Europe and the
United Kingdom. Where do you think competition is the toughest?
Right there. Why do we single them out for punitive action on
American enterprise that is over there trying to increase the revenue,
the incoming orders, if you please, for American products ?

Let me give you an illustration.Let us take our own industry. The Burroughs Corp. is in the busi-
ness machines industry, the office equipment industry.

Here is a tabulation of the Department of Commerce going back to
1950 on our industry; 1961 was the best year so far.

Exports, direct exports from here in 1961 were $310,997,000. Im-
ports were $95,505000, a contribution of commercial transactions alone
of $215 million to the balance of payments. It has nothing to do-with
dividends.

Senator GoR.. Will the Senator yield there
Would you, since you are in this business, give us the figures on porta-

ble typewriters f
Mr. Eprpmr. The figures are not broken out on portables.
Senator Gou. Well it is a fact, is it not, that 80 percent of portable

typewriters sold in the United States are no longer manufactured in the
United States but are manufactured by foreign subsidiaries owned by
U.S. corporations, and these U.S. corporations utilize their sales force
here to sell these typewriters importedfrom abroad.

How does that affect the balance of payments?
Mr. EPPmT. It makes a great contribution.
Senator Goya. You mean U.S. dollars?
Mr. BPPErrT. Goifig abroad for those imports.
Senator Gonx. Outflow?
Mr. Eppr. Yes.
Senator Gom. By bringing in from abroad 80 percent of the porta-

ble typewriters soldin this country?
Mr. EPrprr. Yes it helps our balance of payments.
Senator GonE. That Is strange mathematics.
Mr. Erpjrr. Let me explain why they are building a portable type-

Writer over there.
Senator GonE. Well that is--I am asking you how this affects the

balance of payments.
Mr. EmaPPrr. I am coming to that.
Will You bear with me f6r just a moment ?
Senator Gop. Yes, you start a long way back but go ahead.
Mr. EPPnrr. You have to start a long way back. There is no par-

ticular reason for bUildtlf a portable typewriter over there if it
could be buit here and sold competitively over there and here.

You s e, ntfor tunhaly, or rather fortfuately, foreign enterprise
have suddenly discovered after al -f these years, that free cOmpeti-
tive enterprise , a fine thin , and they. don't N1lly app1reteT that
front orit standpoint it would be better if competitioft on tli't part
stopped at the water's edge.,
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For your information, 40 percent of the adding machines sold in
the United States are foreign and are not manufactured by a sub-sidiary of a U.S. company. But, back to typewriter

When do you take a product overseas if you are going to move it
completely? You take it at the precise moment when you find that
you .can no longer build it here and sell it competitively there, over-
sea, in competition with foreign manufacturers.

Senator oiP. That is the first step.
Mr. Eppmir. Just a moment. PISS we work with the same rules

of the game -
Senator GoRE. Let's identify the step.
Mr. EPPwrT. No, let me finish; if we don't do that Senator-
Senator GonE. Well) do you mind if I understand what'you are

Baying as you go ? t
Mr. Eppmnr. All right, please.
Senator. GoRE. Your first step now that you take is to establish a

subsidiary abroad to supply the market abroad.
Now, you proceed to the next step.
Mr. EPPErT. No, that is not what I said. I said when you find

you can no longer build it here and export it and be competitive on
that productthen you are going to do one of two things.

Senator GoRE. It seems to me you have said exactly what [,have
said.

Mr. EmPrr. Then you are going to do one of two things. You are
either going to build it over there and protect America's competitive
position in the world market, and as a result of that operation, have
dividends flowing back or you better make a decision to do some-
thing else and that is to liquidate that particular product and forget
it because it is only a question of when, not if, you won't have the
market in the United States or overseas.

Senator GoPx. Well, you have now identified the first step which
may or may not be caused in all cases by the circumstances which
you have described.

The first historic step here you have described, and that is the
establishment of foreign subsidiaries manufactuiing subsidiaries,
to supply the demand for the market abroad which in many instances
had previously been supplied by factories here in the United States.

Now, whether it is necessary to establish a foreign subsidiary in
order to keep those markets is a question.

In some instances it may be necessary but the tax subsidy for the
export of this capitalandi6f this industry is an important factor, that
is an important factor which you have overlooked.

It is a part of this first step.
But now that we have identified the first step and analyzed it

briefly. If you desire I am prepared to listen to the second step.
Mr. Eri u . All right..
The second step is this, and this applies to a lot of things in the

United States. .
Senator Goiw. I didn't quite understand.
Mr. Errm. Let's go back to 1950.
In 1950, the sum total of all rwarch and development in the United

States was approximately $2 billion..
In 1960 that had risen to roughly $18.5 billion, and it is estimated

that by 1970 it will nearly double whatitis now.
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What I am trying to say, Senator, is thank heavens we are doing
this: We have more research and development going on in the United
States and have built the greatest pool of competency anywhere in
the world.

Now, out of that must flow the products necessary to hold our posi-
tion in the world market, and export from here the maximum to pro-
tect the jobs here. We must try to be 4ead of the game and be ex-
porting model 2 while the importing territories are in a model 1
phase. ,

And when they move into model 2 we 'id better be ready with
model 3. If we are not we are in trouble.

Senator Gopm. Let's go to the next step; you haven't reached it. I
will outline it for you and ask you to comment.

The second rather typical step is that because of the tax advantages
of income earned abroad, because of labor costs in some instances, be-
cause of several factors one of which is preferential tax treatment of
income earned abroad, the foreign subsidiary begins to import back
into the United States.

Mr. EPPERT. Sure.
Senator GORE. And that is why I asked you-
Mr. EPPERT. We import into the United States in order to protect

the American market against the foreign manufacturer.
Senator GoRE. Well, I just gave you an example, portable type-

writers, in which foreign manufacturers are supplying now 80 per-
cent of sales in the United States.

Mr. EPPERT. But when you say foreign manufacturer you are in-
cluding American subsidiaries overseas as well as foreign manufac-
turers, in other words, foreign parent companies, in those countries.

Senator GORE. It is peculiar that you would draw such a distinction,
because who has jobs making the portable typewriters that are made
abroad?

Mr. Eppmvr. Pardon?
Senator GoRE. What workers are employed in the factories in

HollandI
Mr. EPPimr. Dutch.
Senator GowL Not Americans?
Mr. EPPEmT. No. And there would be a lot more Dutchmen em-

ployed in parent companies in Holland making portable typewriters
if the foreign subsidiary of an American corporation wasn't budiding
some portables there and exporting them to themselves in the United
States. To be absurd for just a moment, Senator-

Senator GoRi. Let's not do that.
Mr. EPPERT. I think maybe it would be a good idea if I was absurd

for just one moment.
Senator GoR. All right. It might be in style.
Mr. EPP.JT. Let me ask you a question. This is impossible and

absurd, but the happiest situation in which we could find ourselves
in the United States would be if every import we ever received or
needed was being produced by a subsidiary, a foreign subsidiary of
an American company. We would have no balance.-of-payments
problems, I can assure you. That, of course, will never happen. But
we are doing it in part.
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Senator GoRw. I am not sure the Secretary of the Treasury under-
stands the balance-of-payments problem the same as you.

Mr. EPP.RT. Pardon ? I am not sure he does, either. Look, I am
very certain [laughter]-I am very certain he doesn't, Senator and
I will go further and say sometimes I wonder if Secretary Dillion
really understands what causes an export. Do we have an idea that
parent companies

Senator GoPw. I rather think he does.
Mr. Eppmrr. Now, wait a minute. I hope he doesn't, and I will

tell you why. I hope he does-
Senator Goiw. Does?
Mr. EPP=T. Does not understand what causes an export, because

if he did why is he recommending that we put a straitjacket on the
sales force. If I were about.to invest in a corporation that badly
needed an incoming order increase to overcome creeping costs, and
they suddenly decided the way to do this is to inhibit, to reduce, not
to increase, not to develop, not to expand, marketing, I think I would
draw back and not make the investment. Exports are generated by
marketing effort.

Senator GORE. I am asking you not about exports, I am asking you
about imports.

Mr. EPPERT. You were talking about balance of payments.
Senator GoRE. I am asking about the importation of 80 percent of

domestic sales of portable typewriters. I asked you What citizens
Mr. EPPERT. Now, wait a minute, before we leave that, let's go back

to the portable typewriters.
Senator GORE. Let me put the question, please, sir. I asked you

what workers were employed manufacturing these typewriters, and
you said Dutch.

Now, I would like to ask you what workers have lost their jobs
manufacturing typewriters in the United States?

Mr. EPPERT. I don't know. But let me answer that a different way.
Senator GoPu. To be absurd, of what nationality are they?.
Mr. EPPERT. Who have lost jobs here
Senator GonE.. Yes, when the factories have been closed.
Mr. EPPERT. If any have lost jobs they would be American, I assume.
Senator GORE. So does that help U.S. employment You say this

in some way which you haven't yet explained, helps the balance oi
payments. How does it affect employment ? There are no unemploy-
ment problems in many countries of Western Europe. They are
importing workers from other countries. We have 5 million people
walking the streets looking for work.

How does this importation of 80 percent of our portable typewriters
contribute to full employment 'in the United States?

Mr. EPPERT. Let me ask you a question.
Senator GoREi. Mr. Chairman-
Mr. EPPEr. I would like to keep this in a proper context.
Senator GoRz. Well, I think it is in a proper context. We are talk-

ing about balance of payments. We are talking about employment.
Mr. EPPERT. Let me ask you this-
Senator GoPm. I would like for you to answer my question, and

then I shall be glad to hear yours.

82190 O-8-pt. 7--8
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Mr. EPPERT. I don't know that anyone lost a job because everyone
that is building portable typewriters abroad so far as I know abroad,
and they are members of ou industry.

Senator DouoLA. What happened to Ilion, N.Y. I
Mr. Eppmr. Just a moment. I don't know, they may have had

a change in employment levels in different places in the United States
if they were dispersed by products in manufacturing.

Senator GoRE. Don't be that absurd. There are thousands of people
who have lost jobs in the typewriter industry.

Mr. EPPERT. Well, if they have it is for one reason, Senators, be-
cause foreign manufacturers and not foreign subsidiaries of the United
States have been taking the typewriter market away, and our main
point of superiority remaining on typewriters in this country is the
more sophisticated equipment, the electric equipment, and are we
exporting those. There again we are back to I. & D., Senator.

Senator GoRE. Well, contrary to your statement, a great many of
this 80 percent of portable typewriters are in fact manufactured by
foreign subsidiaries of U.S. corporations.

Mr. Epm . There were $4,187,000 worth of standard typewriters
exported in 1961 and there were $8,240,000 electrics, in total, $1214
mi lion.

Senator GoRE. Will you, since you have said that this contributes
to the balance of payments, explain how it contributes to employment?

Mr. EPPERT. Sir?
Senator GORE. Since you have, in some way, discovered a method

of attributing to this importation of 80 percent of portable typewriters
a contribution to the solution of our balance-of-payments problem,
please tell the committee how it contributes to our full employment
problem?

Mr. EPPmRT. Senator, I may appear to be digressing and avoiding
a question. I am not when I 'say that when you are considering H.R.
9900, the trade bill, one of the things that must be faced on a tariff
program where we are dealing with categories of products across the
board, as we have to with the Common Market, one of the things we
have to face is the fact that we are not going to have realistic, a to-
tally realistic worldwide tariff program vis-a-vis the United States
and keep everybody happy in the United States and not hurt any-
body. What I am saying is that some of the products we are build-
ing in America today probably will not be built in the United States
as time goes on.

Senator GoRE. Well, what I am saying is we now provide a tax sub-
sidv to remove the manufacturing of products out of this country.

Mr. EPPERT. We provide a tax subsidy?
Senator GoR. Yes. You stated it about as well as I can, on page 8

of your statement.
Mr. EPpirr. You mean the foreign tax is less.
Senator GORE. I refer to the deferral of taxes. You stated on page

3 of your prepared statement-
Mi. EPPiI'T. Let me ask you this.
Senator GoRE. May I read your own statement in answer to your

question ?
Mr. iPERT. I know the qftestion.
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Senator Goal, The second result, you state,, of thi# bill wouldbe--
seriously to reduce the rate of new private Investments abroad through lower
availability of foreign earned income for reinvestment.

Mr. EPPer. Yes.
Senator GoPE. Thank you, sir.
Mr. Eppmw. You know why they will be reduced I
Senator Goam. Yes; I know.
M/ r. E PPE~RT. Why would they be reduced?
Senator GoRE. Because the bill would require, at least I think the

bill we are going to pass will require, the payment of taxes annually.
Mr. EPPET. Rht. You are exactly right, Senator.
Senator GonE. Thank you.
Mr. EPPERT. And that is why investment would stultify and dry up,

and if this ever happens we have had it. The point I ani making is
this: The reason investments would tend to dry up is because we would
not be able to operate there and be competitive with other enterprises
resident in that country.

Senator GoRE. Now, if you-
Mr. EpP rr. Just a moment.
If the intent of this bill is to-and this is why I said that the one

fundamental involved in this whole program is the competitive posture
of the American business community in the world market--if the
intent is to take America out of the world market and be, you might
say, isolationist here, then we had better be -very careful What we do
with H.R. 9900. We had better back up and b ild fences as high as
we can, and I say that although I am a free trader at heart.

Senator Gotm I know of no one who wants to take U.S. commerce
out of the world market.

Mr. EPPPrr. Do you think we can play a ball game in, we Will say
Holland, you mentioned Holland-

Senator GoPi. What you hsve been saying-
Mr. Epr. Do you think we can play a ballgame and send only

two players to bat each inning when they send three?
Senator Gom,,. That is hardly a proper illustration. What you

said is that if the foreign earnings are taxed, you will not be able to
retain that portion of those earnings and reinvest them. You are
saying that if you have to pay taxes then you can't grow fast, you
can't keep as much money.

Well, Isay the same thing-
Mr. Ep nwr. We can't even compete.
Senator GonE. It isn't a question of competition. The bill would

levy taxes only on the profits you have earned from successful com-
petition. This doesn't prevent you from competing. This is a canard
that several have dragged before this committee. If we pass a law
that prevents you from earning profits in international commerce, then
you can say we impede our abilty to compete.

But all this bill would do is to place an anntittl tax liability on the
profits you actually earn in successfully competing,

Mr. Epnrr. Has anyone brought out the point that you could have
a loss in a foreign subsidiary?

Senator Goim. Well will you-
Mr. Eppri. What ao we do then?
Senator GoPm. Will you respond to this? Let me ask you--
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Mr. EiPmzr. I will respond to your question, the question you Juat
asked.

Senator GonE. Do you pay taxes on a loss?
Mr. EPpmrr. SirI
Senator Gom. You have tax liability only on income, is that right?
Mr. Eppm r. That is right.
Senator Goim. Then unless you have made money in international

trade this bill would levy no taxes, would it ?
Mr. EPPF=r. What happens if you have a loss here in the United

States?
Senator Gom. Will you answer my question?
Mr. EPP=Tar. You say we want tax equality. What happens if we

have a loss here?
Senator Gorm Mr. Chairman-
Mr. Eriurr. We would pay no taxes, of course, but is there any-

thing in this bill that gives you a loss carry forward in a foreign sub-
*diary?
Senator GoRm. I have no further questions, Mr. Chairman. Pardon

me for interrupting you so much.
Mr. EPPzRT. I am answering your question. Sure, we can have a

loss and there is no current tax, then what do 4 e do next year under
this bill? Is it the same as it is treated here in t e United States ?

Senator Gone. You were saying that somehow this bill was going
to impair your ability to compete.

Mr. EPPRT. Yes, for one simple reason: in the last analysis, price
enters into this whole thing, price in the marketplace.

Senator GoRE. In other words, if you have to pay taxes you can't
compete, is that what you are saying?

Mr. EPPERT. I am saying we cannot absorb as American operations
oversea negatives-

Senator GoRE. What do you absorb now?
Mr. EPPERT. Negatives which are-
Senator GopE. Let's not talk about absorbing a negative; let's talk

about paying taxes; is that what you mean by a negative
Mr. EPPERT. Personally, I can think of taxes as a negative. I can

find a lot of agreement.
Senator Goiw. Let's speak in terms of paying taxes, not speak of

absorbing negatives.
Mr. EPPERT. Well, we absorb a tax.
Senator G0E. Well, if you pay a tax, how about that?
Mr. EpPERT. If we pay it we have absorbed it.
Senator GoRE. Mr. Chairman. That concludes my questions.
Mr. EPrPrr. All I am saying is this: Heaven help the United

States if we have a tax bill that restricts or impairs effort in any way
at a time when competition is getting tougher and tougher overseas.
We talked about typewriters. Let me tell you about our industry's
balance of payments f6r the last 11 years.

From 100 through 1961, our industry alone--and this is on com-
mercial transactions, Senator, it has nothing to do with dividends re-
turned-showed an export surplus contribution to balance of pay-
ments in those 11 years of $1,17I million and those are Department of
Commerce figures.

2964



REVENUE AOT OF 196 62

This is the time when wo ought to be-and I am talking about for-
eign economic policy, Mr. Chalrman-this is a time when we ought to
be looking at proposed legislation from the standpoint of what it
might do to strengthen America's competitive position, not weaken it.

Incidentally, speaking bf investment, I have been hearing around
Washington for a long time about the $33 billion we have invested
overseas. Here it is charted.

When we talk about developed nations we seem to imply that the
job has been done there and we single those out as special cases.

In my opinion, Mr. chairman, the Job is only starting in the de.'
veloped nations because that is where our greatest competitive situ-
ations are going to be.

When we talk about the developed nations we are talking similarly
about the United Kingdom and Europe. If we take this $33 billion
and break it down we find that what we have in Europe and the
United Kingdom is not $33 billion. We have $6,645 nilion, and
incidentally, the industrial development, the manufacturing invest-
ment in Europe and the United Kingdom is only $3 797 mill on.

Now, let's look at" the other side of the coin. T he United States
has a total of $6,600 million invested there. They have $4,700 million
invested here.
. Incidentally they have $1,611 million invested in manufactur-
ing. This is at the end of 1960. This is all tabulated by country,
by industry, by product in the Department of Commerce October 196.1
and August 196 Bulletins.

I think we b lo reconize that they seem to think foreign in-
vestments are a y good idea.

A question *... asked, I think, by you, Senator Curtis, regarding
foreign enterprises selling securities in the United States. You men-
tioned the Phillips $400 million transaction that is now in the offing.

Here is an advertisement from the Wall Street Journal advertising
a mutual fund in Japan, the Japan Fund. That offering has been
completed, incidentally. If you would like these filed for the record,
I will leave them. Hem is the prospectus giving the whole story,
$17 187,500.

Here is another, a mutual closed-end fund, the Eurofuftid. I as-
sume as individuals buy these securities in foreign enterprises that
we have to pay for them. I don't think they take cruzeiros, I think
they want dollars.

Now, does that go as a minus on our balance of payments or not.
I do know this: if an enterprise, if a corporation, because of neces-
sity, and to improve the competitive posture of the United States,
creates a foreign subidiary and makes an investment, we are pro-
posing to use an entirely different set of rules. We say we are going
to tax immediately whether there is a dividend or not.

What about these dollars that are being invested in a foreign en-
terprise, not an American subsidiary V What about those?

The &HA!RMAN. Any further questions, Senator Gore?
Senator GonE. No.
The CHAIRMAN. Senator Douglas?
Senator DOOLAS. NO.
The CJIAMMAN;. Did youfinish your questions, Senator Douglas?
Senator CurtisI
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Senator Cums. Will the passage of the provisions of this bill re-
lating to further taxation of foreign income curtail the imports of
portable typewriters V

Mr. EPPEmr. Will the passage of the billI
Senator CuiRris. Yes.
Mr. EPmwr. No. It might shift the pattern a bit. It might shift

from some American production overseas to foreign manufacture.
Senator Curs. In your opinion, will it increase the number of,

will the passage of this increase the number of jobs for typewriter
makers within the United States ?

Mr. EPpmr. Not one job, not one job and we will lose some lobs
overseas that are now paling dividends to the United States. Wen
a foreign subsidiary suffers a job loss overseas it adversely affects
the United States.

Senator Curms. Now, will the passage of these provisions of this
bill relating to foreign income in your opinion adversely affect em-
ployment in the Detroit area ?

Mr. EPPEr. Yes.
Senator Crms. That is all, Mr. Chairman.
The CHAnIMAN. Thank you.
Mr. EPPEir. Incidentally, Mr. Chairman, speaking of investments

overseas, yesterday just before I left Detroit I received this letter
from the Foreign Service of the United States, U.S. mission in Berlin.

I would like to read you just a couple of paragraphs:
The commitments which we and our allies have made to West Berlin make it

as safe as any city in Europe and we can lose West Berlin only If it fails eco-
nomically. Thus as the President's personal representative here, I have con-
cerned myself with the maintenance of Berlin as an international and cultural
city, and as I become a part-time adviser in Berlin I hope to continue this
activity. Obviously in large part It is a Gerivan problem. However, American
investment seems as a tonic. Moreover, the economic advantages in serving the
Common Market from West Berlin are real.

Thus I would like to ask you to consider the possibility of opening a small
plant or facility here. Such a move would mean much to the morale of West
Berlin and the furthering of American policy-

and so on.
And then:
And the disadvantages of its location are more than offset by certain economic

preferences which are extended to Berlin, principally by the Federal Republic of
Germany. The major preferences are-

(1) a 75-percent depreciation allowance in the first 8 years for investment
in plant and equipment;

(2) a reduction of 20 percent below the level In the Federal Republic for
personal and corporate Income tax;

(8) turnover tax rebate paid on all goods produced in Berlin and sold
in West Germany totaling 4 percent for the manufacturer and 4 percent for
the buyer; and

(4) ERP funds are available for industrial loans under more favorable
conditions than those available at the commercial banks or for that matter
than for !ERP funds in West Germany-

and so on.
The CHAMMAN. Thank you, Mr. Eppert.
(The memorandums referred to follow:)
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Congressional Policy of Respecting
International obligations

See. 21 of H.R. 10650 Would Authorize Treaty
Violations and Reverse Congressional Policy

Section 21 of H.R. 10650, which was passed by the House
of RepresentatiVes on March 29, 1962, would specifically disregard
the traditional respect of Congress for previously existing treaty
obligations which is evidenced by Sections 894'and 7852(d), I.R.O.

Section 894 provides that Income of any kindp to the extent
required by any treaty obligation of the United States, shall not
be Included in gross income and shall be exempt from taxation under
the subtitle of the Code relating to income taxes.

Section 7852(d) stipulates that no provision of this title
of the Code (which covers also estate and gift taxes) shall apply
In any case where its application would be contrary to any treaty
obligations of the United States in effect on the date of enactment
of this title.

Yet Section 21 of H.R. 10650 states: Section 7852(d)' of
the Internal Revenue Code of 1954 (relating to treaty obligations)
shall not apply in respect of any amendment made by this Act.

The House Report No. 1447, p. A 171, adds that' ection 21
of the Bill makes" it clear that in the event there is any conflict
with any treaty provision (whether or not such provision was in
effect on Aug. 16, 1954) the provisions of the Bill are to govern.

Hence, the Committee considers that this Bill would
arbitrarily override solemn commitments to foreign governments in
treaties duly approved by the Senate and ratified.

In his statement to the Senate Finance Committee on April 2,
1962 (p. 54) Secretary Dillon said he wished to dispel the Impression
that "we are overriding our treaty obligations" and recommended the
elimination of Section 21 "to make it clear that we are honoring"
them. The purpose of this memorandum is to show that if the
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Secretary wishes to honor our treaty obligations in spirit as
well as In substance, Section 13 should not be enacted.

List or Tax Treaties

Since 1932, when the United States signed with France its
first convention to encourage business and investments between the
two countries through the prevention of international double tax-
ation, this government has incurred treaty obligations by concluding
income tax conventions with 21 foreign countries, and 23 additional
Jurisdictions, In all parts or the free world, as follows: Australia,
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece,
lionduras, Ireland, Italy, Japan, Netherlands, New Zealand, Norway,
Pakistan$ Sweden, Switzerland, Union or South Africa and United
Kingdom. The convention with the Netherlands has been extended to
the Netherlands Antilles, that with Belgium to the Congo and the
Trust Territory of Ruahda-Urundi, and that with the United Kingdom
to 20 of its overseas territories. This makes in all 44 foreign
Jurisdictions.

The Bill Would Violate the
O.A.S. Charter

The bill would also violate another commitment that was
probably overlooked, namely, that in Article 15 of the Charter or
the Organization of American States signed on April 30, 1948 at
the Ninth International Congress of American Statesp Bogota,
Colombia, which means striking at the very foundation of the Alliance
for Progress.

Article 15 reads:

"No State or group of States has the right to
intervene, directly or indirectly, for any
reason whatever, in the internal or externalaffairs of any othr States. The SofegolnE
prinoie pro s no only a ome o ce out
also any other form of interference or attempted
threat against the personality cf the State of
against its political, economic, and cultural
elements°1"

This clearly prohibits intervention or interference in the
internal Jurisdiction or Latin American governments over corporations
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organized under their laws and especially those in which their
citizens may own up to 49 percent, and even 50 percent if their
law so requires, of their stock by requiring special accounts
and the verification thereof, for particular types of Income
derived by such foreign corporations from sources in such foreign
countries but required by the bill to be included in the taxable
income of U. S. shareholders. Such taxation obviously flouts the
basic principle in the laws of all the O.A.S. countries that a
corporation is a legal entity separate from its U. S. and other
shareholders who cannot be taxed on the corporation's income until
it is distributed to them. Furthermore, it would contravene the
basic principle of territoriality In their tax laws.

Moral Obligations of the United States
VII-A-Vis O.E.C.D. Members

In order to understand more readily how the pertinent
treaty obligations would be violated at least in spirit, by any of
the tax proposals previously described, consideration will first
be given to the moral commitments assumed by the United States when
it became a member of the Organization for Economic Cooperation and
Development (o.E.C.D.) which on September 30, 1961, superseded the
Organization for European Economic Cooperation (O.E.E.C.). This
organization had a fiscal committee, composed of representatives
of its 18 Member States, which is being continued in the 0.E.C.D.
with representatives now of 20 Member States. Representatives of
the U. S. Treasury participated in the Committee's work of
preparing articles to be included in a draft convention for the
avoidance of double taxation with respect to taxes on income and
capital and will now enjoy the prerogatives Of a full member.

The council of the O.E.E.C. recommended that the Member
States should use these articles in amending existing conventions
and in negotiating future conventions. These recommendations
adopted by the Council of the O.E.E.C. will be maintained (by the
O.E.C.D.) and they will apply thenceforward to the United States
and Canada, as Members of the O.E.C.D. (O.E.E.C., Fourth Report
of the Fiscal Committee, 1961, referred to herein as "Report",
P. 19).
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O.ECD, Recommendations in Regard
to Dividends

The Commentary on Article XX, Cornerning the Taxation of
Dividends states, inter alia , that: "Under the laws of all
European Countries,-7 .0. Wt stock companies are legal entities
with a separate juridical personality distinct from all their
shareholders or members." The shareholder 's not a trader and the
companyls profits are not his; so they cannot be attributed to him.
lie is personally taxable only on those profits which are distributed
by the company .... From the shareholders' standpoint, dividends
are income from the capital which they have made available to the
company as its shareholders." (Report# p. 37.)

It is obvious from the foregoing, that the basic principles
of the laws of all European countries regarding recognition of the
separate identity of a corporation and its shareholders are the same
as those which exist in the United States.

Against this background, the significance of paragraph 5 of
Article XX is clear. This paragraph reads:

heree a company which is a resident of a Contracting
State receives profits or income from the other Contract-
ing State, such other State may not levy any tax on the
dividends paid by the company t persons who are not
residents of that other State, or subject the company's
undistributed profits to a tax on undistributed profits,
even if the dividends paid or the undistributed profits
consist wholly or partly of profits or income arising
in such other State." (Report, p. 25)

the commentary: paragraph 5 adopts a provisionalready @ont inea n a number og Convenfions. pltvrulestout extra-
territorial taxation of dividends and furt er rodes that non-
resident companies are not to be subjected to special taxes on
undistributed profits." (id., p. 46),

By becoming a Member of the O.E.C.D. the United States agreed
that this recommendation (in the preparation of which a U. S.
Treasury official participated) would apply to it (id., p. 19).
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Yet Section 13 of HH.. 10650 would tax undistributed income of
corporations organized in other 0.L.C.D. countries which would
obviously contravene the spirit of paragraph 5 even if the tax
were collected from U. S. shareholders.

Tax Conventions with Members
or O.E.C.D.

The United States has income tax conventions with l4
of the 19 other members of the O.E.C.D., i.e. Sweden, United
Kirgdom, Germany, France, Netherlands, Denmark, Norway, Switner-
land, Austria, Italy, Belgium, reece, Ireland and Canada. It
has carried on negotiations with Luxembourg and Portugal. The
remaining 3 members are Iceland, Spain and Turkey (Report, p. 11).

The conventions entered Into by the United States with the
members of the O.E.C.D. are all predicated upon respect by the
United States for the existence of a corporation of the other con-
tracting State as a legal entity with a separate Juridical
personality distinct from its U. S. and other shareholders. Con-
sequently, the U. S. shareholders as well as other shareholders
"are taxable only on those profits which are distributed by the
company." (id., p. 37.)

The same is true under the U. S. tax conventions with Belgium,
the Netherlands and the United Kingdom which have been extended to
other jurisdictions, and to those which are in force with Finland,
Australia, New Zealand, Union of South Africa, Japan, Pakistan, and
flonduras. The same principles are inherent in those which have been
signed by Egypt, India, and Israel and are awaiting ratification.

These principles are also in the laws of all the countries
or the free world with whilh the United States has diplomatic
relations and is bound by international comity.

Treasury's Reference to TaxaTreaties

In all the income tax conventions to which the United States
is a party, a corporation of the other contracting State is not sub-
ject to United States tax except on income from sources in this
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country, and in the case of industrial and commercial profits except
on the amount of such income allocable to a permanent establishment
in the United States. In no case could the United States tax the
foreign corporation on the basis of income from sources in the other
contracting State or third States.

The Secretary c' the Treasury admitted in his statement to
thq Committee on WIays and Means that the United States could not
levy the proposed taxation on a foreign corporation itself because
that might conflict with the tax treaties in effect between the
United States and 44 foreign countries. As indicated aboie these
treaties all envisage the right of the United "tates to tax a
corporation of the other contracting State only on specified classes
of income from sources in the United States and, in the case of
business income, only on such income allocable to a permanent estab-
lishment in the United States. However, the Secretary said that this
possible conflict was to be avoided by collecting the tax from the
U. S. shareholders, even if the tax was measured by and based on the
earnings of the foreign corporation in the other contracting State.
Hearings before the Committee on Ways and Means on the President's

1961 Tax Recommendations, May 3, 1962, p. 261.)

The President and the Secretary have frequently indicated
that one of the purposes of the proposed legislation Is to achieve
"tax neutrality" between domestic and foreign corporations by sub-
jecting them both to the same UnIted States tax, which evidently
envisages in effe,.t a tax on the foreign corporation itself (id.,
P. 34). Hence, such legislation would, if enacted, constitutFd-
a violation of the spirit and intent of the treaty.

Misinterpretation of "Saving Clause"
in Tax Treaties

The Secretary may have based his statement on what could
be done to avoid a possible conflict with treaty obligations on a
strained interpretation of the so-called "saving clause" in most
of the income tax conventions to which the U. S. is a party,
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which interpretation was never intended when the conventions were
negotiated and presumably would not now be accepted by the other
contracting States. This clause reserves to each contracting
State the right, regardless of any provisions of the convention,
to include in the basis upon which its taxes are imposed all items
of income taxable under its revenue laws, as if the convention had
not come into effect, subject to the granting of the relief from
double taxation provided in its laws and the convention.

An explanation of this reservation is found In the

commentaries on Articles XXIII and XXIV of the O.E.C.D. Draft
Conventions providing for relief from double taxation in terms
essentially similar to those of the U. S. credit for foreign
taxes, i.e. the State granting relief (which has a progressive
scale of taxes) retains the right to take the income from the other
State into consideration when determining the rate of tax under its
progressive scale to be imposed on the rest of the income (Report,
p. 68). This would happen, for example, when the State ofresidence of the taxpayer exempts Income from real estate situated

In the other State.

It is obvious that the convention deals only with items
of income from sources in one State realized by the taxpayer resident
In the other State. Accordingly, as-Tne principle of the separate
corporate entity is inherent in all the conventions, profits of a
corporation In one State would not become the Income of the share-
holder in the other State before they were distributed.

The above-mentioned principles of European and United
States law regarding the separate corporate entity are embodied
in the structure of the convention. Hence, it cannot be claimed
that the United States has the right to disregard them, and do
indirectly what the Treasury admits it cannot do directly.

The inevitable conclusion is that the basing of a U. S.
tax on undistributed income or parts thereof, however described,
of corporations in foreign conflicts with the fundamental principles
of their law as well as our law which pervade the tax conventions
and which the United States is therefore obligated to respect.
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The imposition or a levy such as that envisaged in Section
13 of H.R. 10650 would obviously involve the preparation by a foreign
corporation of accounts, which are not required by the law or the
foreign country, in order to segregate and determine the net income
of the category s described in Subpart F, and to show the use
and investment or such income in ways that are "qualified" or "non-
qualified", and to pay the U. S. tax on the prescribed amourto of
income that the foreign corporation would not otherwise distribute
becaw e it needs these profits, along with other income, in its busi-
ness. It would also necessitate the payment of tax on profits which
could not be distributed because they would have to be set aside in
reserves required by law.*

This would involve in effect an invasion or the tax
Jurisdiction or the other State in order to apply extraterritorially
the U. S. tax, and would contravene the 16th amendment (unless the
tax were apportioned among the States) and the 5th amendment under
the decisions described in the memorandum entitled "Unconstitutionality
of Taxing U. S. Shareholders on Undistributed Income of a Controlled
Foreign Corporation".

All these requirements are in sharp contrast with the
statement on Article XV, paragraph 1, of the O.E.E.C. draft
convention concerning the allocation of income and certain appre-
hensions about tax avoidance, to wit: That "much more importance
is attached to the desirability of interfering as little as
possible with existing business organizations and of refraining
from inflicting demands for information on foreign enterprises
which are Uftnecessarily onerous." (P.E.E.C., Third Report of the
Fiscal Committee, 1960 (referred to herein as "1960 Report")
p. 36.)

For example, under 67. of the Federaj Code of Obligations
a Swiss corporat on has to set aside as legal reserves each year
5% of its net income until the amount of the reserves reaches
26% of its paid-in capital and, even after the reserves reach
that limit, also 10,1 of any amounts which are distribi ted out
of net income remaining after said payment into reserves and the
payment of a 5% dividend.
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Treasury's Views on Violation of Tax
Conventions and Possible Retaliation

In the memorandum dated June 29, 1961, submitted by
Secretary Dillon, which is entitled "Statistical Data and Economic
Issues Involved In Treasury's Testimony on Tax Dererral", the
Treasury states that if European governments "were to 11tp on
special taxes on American business* they would violate their tax
treaties with the United States. The United States has treaties
with virutally all the industrialized countries. These treaties
limit the rates of withholding tax that are the one instrument
foreign governments could use to impose special taxes on foreign
companies." (Hearings, p. 3532)*

It is significant to note at this point that in Bill See. 19

(c)(1) there appears the following:

(1) Withholding Rate.--

(A) Section 1441 (relating to withholding of tax
on nonresident aliens) is amended by adding at the end
thereof the following new subsection:

"(e) Treaties.--In the case of amounts described in section
3452(a) (relating to interest) section 3462(a) (relating to
dividends), and section 3472(al (relating to patronage dividends),
the tax required to be deducted and withheld under subsection (a)
shall not by reason of the revisionss of any treaty be less than
20 percent of such amounts.'

(B) Section 1442 (relating to withholding of tax on
foreign corporations) is amended by adding at the end thereof
the following new sentence: "In the case of amounts
described in section 3452(a) (relating to interest),
section 3462(a) (relating to dividends), and section 3472(a)
deducted and withheld under the preceding sentence shall
not by reason of the provisions of any treaty be less than
20 percent of such amounts."

In view of Secretary Dillon's statement, s , the applicator
of a 20 percent withholding rate despite, for example, a limitation
in a tax treaty of the withholding rate for dividends to 15 percent
in general and 5 percent for parent corporationsp or an exemption
at source for interest, wouldd constitute a violation of the treaty
obligations of the United States. Nevertheless, under Sec; 15 of
H.R. 10650 it is intended that the violation should prevail except
it is said that the nonresident alien or foreign corporation could
claim a refund of the excess of the amount withheld over the
limitation prescribed In the treaty.
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The above quotation apparently contemplates that the
only special taxes imposed by other contracting States that would
violate their tax treaties with the United States would be with-
holding taxes at rates higher than those stipulated in the con-
vention.

If the other Contracting State did the improbable thing
and subjected its resident shareholders to tax on the basis of
undistributed profits of subsidiaries in the United States, would
not the Treasury consider that to be a violation of the tax treaty,
and if so, would not tax in Section 13 of the pending bill or the
Secretary's revived proposal be a violation?

Let us suppose that the other contracting State took
more direct action and simply amended its law to provide that In
cases where a foreign government levied a tax based on certain
types or all of the undistributed income of corporations organized
in its territory, the rate of its tax on the income of such
corporations controlled by persons resJdent in such other State
would be increased on such types or all of the income distributable
to such shareholders, to a rate equal to that applicable to the
shareholder in such other State. In such a case, the tax would
absorb the credit allowable against the U. S. rate and no additional
revenue would be derived. However, as the foreign government would
impose the tax on its own corporation, would the Treasury acknowledge
that such action did not violate the treaty?

A careful examination of the laws of other countries
reveals no Instance wiere another government taxes its resident
shareholders on certain types or all of the undistributed income
of a foreign business corporation. Even in the relatively few cases
where a government actually taxes a corporation organized In another
country on the grounds that said corporation is regarded as being a
resident because of having its central management and control in its
territory, that government subjects the or gn corporation itself
to tax and not the parent corporation or other resident shareholders.
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Under International law and comity$ the United States
should respect the Jurisdiction of foreign governments over legal
entities created in their respective territories, and their
exclusive right to tax undistributed income of such entities.

Questions as to the Jurisdiction of the
United States over Foreign Subsidiaries

Questions that may be raised in view of the limitations
on Jurisdiction that are fundamental in tax treaties are
(1) whether the tax law can properly authorize the Treasury
to extend its Jurisdiction to transactions between a foreign
subsidiary in one country and not only related companies but even
independent corporations in third countries) inclUding transactions
effected on an arm's length basis and perfectly acceptable to the
tax authorities of the countries involved; (2) whether Congress can
indJrectly force foreign companies to keep accounts of the results
of such transactions effected outside the Jurisdiction of the United
States and which are not required under the laws of their respective
countries; and (3) whether Congress can properly authorize the
Treasury indirectly to exercise Jurisdiction over foreign
corporations to ascertain the net income of the categories under
Subpart F of Section 13 of H.R. 10650.

No foreign government has been known to show such dis-
regard for the fiscal sovereignty of other governments and to
apply in effect its laws within the fiscal jurisdIctions of other
governments.

It hardly seems consonant with the basic principles of con-
duct vis-a-vis nations with which this country has diplomatic relations
to take hostile measures affecting legal persons existing under
their laws Just because the majority of their capital stock is
owned by U. S. shareholders.

The Proposed Tax W.ould Conflict
with Tax Treaties

An income tax convention between the United States and
a foreign country has the status of a treaty and consequently
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is "the Supreme Law of the Land" (U.S. Const., Art. VI 52).
"In construing the terms or the Treaty, we are constrained to look
'within the. four corners of the Treaty' keeping in mind the pur-.
pose of the contracting parties. Any resort to domestic law
must be derived from the express terms of the Treaty itself."
(American Trust company v. Smylth, 247 F. 2d 149, 153 (C.A. 9th,

The Circuit Court states that the following quotation
is also true as to an Income Tax Convention (in the cited case
between the United States and the United Kingdom), its purpose
being to secure reciprocity and equality of tax treatment between
the nationals of the two contracting parties. The quotation
reads, inter alia:

"t. ... Considerations which should govern
diplomatic relations between nations and the good
faith of treaties, as well, require that their
obligations should be liberally construed so as
to effect the apparent intention of the parties
tO secure equality and reciprocity between them.

. Jordan v. K. Tashiro, 278 U.S. 123, 127,a9S r 47, 3. -a GI;eofroy v. e g,

133 U.S. 258, 271, 10 S. Ct. 9, 330 E. 42;
In re Ross, 140 U.S. 453, 475, 11 S. Ct. 897,
35--Ede-81; Tucker v. Alexandroff#.183 U.S.494s 4370 22 S.o "cm, 19) 46 jus.M 264; .

Asa ura v. City of Seattle, 265 U.S. 339, 44
S. C. : o:# 00. . Q1.i Factor v. Laubenheimer,
1933, 290 U.S. 276, 54 S. Ct. 191, 19:,
78L. Ed. 315."

If a Treasury official would look "within the four
corners" of any income tax convention, he would find embodied
therein respect for the corporation of the other contracting
State as a legal entity distinct from the shareholders who are
U. S. citizens, residents or corporations, with the consequence
that only the other contracting State could tax as such its
undistributed income or parts thereof.
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Furthermore when the said corporation of the other
contracting State distributes its income, it withholds its
country's tax, if any, from dividends, and the United States
citizen, resident or corporation includes the dividend in taxable
income subject to being allowed the credit for the other State's
tax provided in the Code as of the date prescribed by the
Convention.

The foregoing provisions are reciprocal. This reciprocity
would be destroyed if the United States should now unilaterally
amend its law to interject between (a) the taxation of the foreign
corporation itself (on income from U. S. sources), and (b) the
taxation of its U. S. shareholders on dividends received from
the foreign corporation, a new tax on the U. S. shareholders based
on certain types or all of the undistributed income of the foreign
corporation from sources in the other' contracting State and in
third States. No other government now imposes such a tax and
presumably would not do so although it might retaliate in other
ways.

Tax conventions are intended to prevent international
double taxation by limiting the respective jurisdictions of the
two contracting States on a reciprocal basis so that a certain
class of income is taxed exclusively in one State or the other or
if it is to be taxed first in the State of source and then in the
State of residence the latter agrees to provide relief from
double taxation. tThis relief may be accomplished by granting
either a deduction or credit in respect of the foreign tax on
the foreign income against its tax on entire net income.)

obviously the introduction of a third tax based on certain
types or all of the .holstribUted income of a foreign corporation but
collected from the domestic taxpayer, would conflict with the basic
principles, the structure, the purpose and spirit of conventions to
avoid double taxation. It would be contrary to the established policy
of Congress and the jurisprudence of the Supreme Court.

The Tax would Violate Clause Prohibiting Taxation of a Subsidiary
as a Branenh

Apart from the foregoing general principles Inherent in tax
conventions there is a specific provision in the definition of a

/
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permanent establishment that was sel forth in the first convention
With France, signed April 26, 1932, and has been included as a
standard clause in all subsequent income tax comventions. The
primary purpose of this first convention was to prevent France from
trying to reach income that its administration believed was being
diverted in a given case from a French subsidiary to an American
parent company by applying in all cases its dividend tax on a
proportion of the dividends distributed by the American corporation
in. the United States that was deemed to be derived in France. The
tax was both extraterritorial and discriminatory.**

In the tax convention it was agreed that if France was able
to prove the amount of income diverted from a French subsidiary to
an American parent corporation, such amount could be included in
the basis of the tax on industrial and commercial profits and
also be treated as a dividend subject to the tax on income from
securities. To further carry out the principle of territoriality
it was also agreed that a subsidiary in France of a U. S. corpora-
tion would not be treated as a permanent establishment, so that its
profits could not be taxed as the income of the U. S. parent
corporation.

The provision under Par*. II (a) of the Protocol to the
convention signed July 25, 1939, which aaperseded that
signed April 27, 1932, states:

"The term 'permanent establishment' includes branches,
mines and oil Wells, plantations, factories, workshops, stores,
purchasing and selling and other offices, agencies, warehouses,
and other fixed places of business but does not include a sub-
aidiary corporation" (emphasis supplied).

9* This led to the adoption by Congress in 1934 of the provisions now
found in Sec. 891, I.R.c. which authorizes the President whenever
he finds that, under the laws of any foreign country* United States
citizens and corporations are being subjected to discriminatory or
extraterritorial taxes, to so proclaim and double the tax imposed

on each citizen and corporation of such foreign country, subject

to a maximum rate of 80%.
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On the contrary, Section 13 of Rd. 10650 and the Treasury
proposal would disregard the separate lfal existence of a
controlled French corporation and tax the U. S. parent as if it
received direct certain types or all of its income from sources ih
France or elsewhere. Hence* Section 13 of the bill and the
Secretary's proposal would violate this specific provision in the
tax treaty with France and the similar clause in tax treaties with
43 other governments.

Difference Between Tax Abandoned by France and Contemplated Tax

There is a strikirg difference between what France was
doing and what the House Bill and the Treasury contemplate doing,
i.e., while France was seeking to retrieve income it deemed to have
been earned in its territory the United States would arbitrarily
reach income belonging to a foreign corporation and attributable
to French or other foreign sources that had never been within the
U.S. Treasury's Jurisdiction. It would tax to the U. S. share-
holder Income that belonged to a French corporation and might be
set aside In reserves required by law, used in the expansion of
its plant or for other business purposes, and would never be
distributed to its shareholders in France and in the United States.
Ohly in the last mentioned case would the income enter the
Jurisdiction of the United States. Section 13 would thus in effect
expropriate the funds of corporations in any foreign coUntry, through
forcing the U. S. shareholders either to pay the tax out of their
own funds or bring pressure on the foreign borpoiation to distribute
at least enough dividends to pay the tax regardless of the interests
of minority shareholders who are nationals of the country.

The Tax tiould Violate the Very Purpose of Tax Treaties

Thq b$.1 noses a p oe be ause normallyir forogn

countries alVlaenas are noi declare unt an annual meeing of
shareholders Is held several months after the close of the company's
fiscal year when'the accounts have been audited and approved
reserves required by law hw e been set aside and the disposition of
the balance of the earnings has been decided upon. Yet the bill
says that the company's Income within the purview of the U. S.,tax
is to be included in gross income currently and at the latest as of
the last day of the foreign company's fiscal year. The foreign tax
thereon would not be paid before the following year, usually not
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before March or April. Yet presumably this tax is to be credited
against the U. S. tax, at least to the extent that it corresponds
to the income which is included in the taxpayer's gross income.

The foreign tax on dividends could not of course be with-
held Until the foreign income is distributed. Even if the share-
holder wished to obviate paying any part of the tax out of other
funds, through prevailing upon the foreign corporation to dis-
ttibute dividends, it could not distribute income that had to be
set aside in legal reserves or used in the conduct of its business.

Often in the preamble of tax treaties reference is made
to their basic purpose of encouraging the citizens or corporations
of one country to invest or carry on business in the other and the
convention covers doing business through branches or subsidiaries.
Hence, the imposition of such a levy obviously would not encourage
but would discourage investments in, or the conduct of business
through, foreign corporations, and- would therefore violate the very
purpose of the tax treaties.with 44 foreign countries, which include
the leading countries in all parts of the free world.

Moreover, the conventions clearly limit the territorial
Jurisdiction over foreign corporations by providing, in substance,
that a foreign corporation will not be taxable in the United States
on its industrial and commercial income, except in so far as it is
allocable to a permanent establishment in the United States and
as shown by separate accounts for said establishment. This
clearly shows that there was no thought of reaching a foreign
corporation in order to tax it on all or any types of its
undistributed income, and of requiring it to supply accounts showing
such income, as well as the balance sheet and profit and loss state-
ment and other data that may be called for under Section 6038 and
the proposed amendments thereto. The exacting of such information
via the shareholders is obviously contrary to the very spirit,
purpose, and the positive requirements of the tax treaties. It
implies intervention or interference in the corporations and there-
fore the economic affairs of the other contracting States, as well
as the 19 other signatories of the O.A.S. Charter.
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Conclusion

It is known that foreign tax administrators were disturbed
over the U. S. Treasury proposal. They would be all the more
disturbed by the provisions in ff. R. 10650 affecting corporations
organized in their territory because these provisions would conflict
with the fundamental principles of their laws that are inherent in
tax conventions concluded by the United States and their governments
These proposals also would conflict with the above cited provisions
in the O,E.,C. 1961 Report concerning the taxation of dividends in
the preparation of which the Treasury was represented.

Foreign officials have stated informally that they consider
that the contemplated levy would constitute an incursion into or a
transgression of their jurisdiction; that they would not assist in
its enforcement and would not permit agents of the I.R.S. to come
into their territory to examine the books of account of local
subsidiaries. They could consider that as such taxation would con-
flict with the tax convention. They would not be bound to assist
the U. S. Treasury to enforce the provisions for assisting the U. S.
Treasury in the allocation of taxable income. Said Articles other-
wise would normally assure the cooperation of the administration of
the other contracting State in reallocating to the United States
income attributable to sources or to a taxpayer in the United States,
but not income normally attributable to the other contracting State
or to third States.

As the Congress has incorporated in the Internal Revenue
Code long-established and generally accepted principles of Juris-
diction which are inherent in the duly ratified tax conventions, it
is urged that the Senate Finance Committee reject Section 13 of
H. R. 10650, and Secretary Dillon's proposals, and replace it by
amendments to prevent abuses which would conform to generally
accepted principles of territorial Jurisdiction over foreign
corporations.
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AIRX I

Obligations in Tax Conventions to Exempt
Foreign Corporations From Tax on Profits
Except for Profits Allocable to a Permanent

Establishment in the United States

The treaty obligation that the United statess will not

tax a foreign corporation in respect of industrial and com-

mercial incomes except in so far as income is allocable to a

permanent establishment in the United States in accordance

with the terms of the convention, is clearly stated in the

conventions with the following countries and in the respective

article:

Art. III

Art. III

Art. II

Art. III

Art. III

Art. III

Art. 3

Art. III

Art III

Art. III

Ireland

Italy

Japan

Netherlands

New Zealand

Norway

Pakistan

Sweden

Switzerland

Union of South Africa

United Kingdom

Art. III

Art. In

Art. III

Art. III

Art. III

Art. III

Art. III

Art. 1

Art. III

Art. V

Art. III

Australia

Austria

Belgium

Canada

Denmark

Finland

France

Germany

Greece

Honduras
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A*=E Ir

Obligations in Tax Conventions Respecting the Right
of the Other Contractina State to Tax Dividends

The treaty obligations to respect the right of the

other contracting State to tax the income of corporations

organized therein is inherent in the provisions corresponding

to those listed from the viewpoint of the United States in

Annex III, and in the provisions regarding the taxation of divi-

dends paid to U. S. corporations, as follows:

Australia Art. VII(l). The amount of Australian tax
on dividends paid by an Australian company
to a United States resident who is liable
for United States tax thereon and is not
engaged in trade or business in Australia
shall not exceed 15 percent of the divi-
dend.

Austria Art. VI. The rate of tax imposed by Austria
upon dividends received by a U.S. corpo-
ration not having a permanent establishment
in Austria shall not exceed 50 percent of
the Austrian statutory rate, but such rate
shall not exceed 5 percent if the U. S.
corporation controls, directly or indi-
rectly, at least 95 percent of the entire
voting power of the Austrian corporation
and if certain other conditions are met.

Belgium Art. Ill. Belgium shall not impose on
dividends derived from a Belgian company
by a U. S. corporation not having a perma-
nent establishment in Belgium any tax
similar to the tax withheld at source on
dividends under United States law in the
case of nonresident aliens and foreign
corporations.
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Canada Art. XI. The rate of income tax imposed
by Canada in respect of dividends paid by
a Canadian company to a United States
corporation, not having a permanent es-
tablishment in Canada, shall not exceed 15
percent for each taxable year.

Denmark Art. ]VI. Denmark reserves the right to
withhold tax at a rate not in excess of 15
percent from dividends paid by a Danish
corporation to a United States corporation
not having a permanent establishment in
Denmark, except that the rate shall not
exceed 5 percent if the United States corpo-
ration controls, directly or indirectly, at
least 95 percent of the entire voting power
of the Danish corporation, and if other
conditions are met.

Finland Art. VI. Similar to that in the treaty
with Denmark, supra.

France Arts 6A. A United States corporation not
having a permanent establishment in France
and deriving dividends from a French corpo-
ration is subject at source to a French tax
wth a rate not in excess of 15 percent.

Germany Art. VI. The generally applied German with-
holding rate or 25 percent is reduced to a
rate not exceeding 15 percent in the case
of dividends paid by a German corporation to
a United States corporation not having a
permanent establishmeht in Germany and owning
at least 10 percent of the voting stock in
the German corporation.

Greece

Honduras

Ireland Art. XIIX. A United States corporation
receiving a dividend from an Irish com-
pany shall, for the purpose of the U. S.
credit for foreign taxes, be deemed to
have paid the Irish income tax appropriate
to the dividend if it elects to include in
gross income for the purposes of the U. S.
tax the amount of such Irish income tax.
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Italy Art. VII. The rate Of tax imposed by
Italy on dividends paid by an Italian
company to a United States corporation
not having a permanent establishment in
Italy is limited to 15 percent (although
actually no such tax is imposed) but pro-
vision is made for reducing this tax to
not more than 5 percent, if certain con-
ditions are met.

Japan Art. XIV(c)(ii) Japan imposes no divi-
dend tax, but the United States gives a
credit against its tax for a deemed
Japanese tax of 25 percent of the amount
of the dividend if it includes such deemed
tax in gross income.

Netherlanda Art. VII(2). Dividends paid by a Dutch
company to a U. S. corporation are exempt
from the Dutch dividend tax which would
otherwise be 15 percent.

New Zealand Art. VI. If New Zealand imposed a tax on
dividends paid to a U. S. corporation, the
rate could not exceed 15 percent, except
that it could be reduced to 5 percent if
certain conditions are met.

Norway Art. VI-A. The rate of tax on dividends
paid by a Norwegian company to a U. S.
corporation not engaged in trade or busi-
ness in Norway through a permanent es-
tablishmont may not exceed 15 percent,
except that it may not exceed 5 percent
if the dividends are received by a U. S.
corporation owning more than 50 percent
of the voting stock of the Norwegain corpo-
ration, and if certain conditions are met.

Sweden Art. VII. Sweden reserves the right to ro
tain a rate not exceeding 10 percent o? the
dividend paid by a Swedish company to a
U. S. corporation.
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Switzerland

Union of
South Africa

United Kingdom

Art. VI. Switzerland withholds from divi-
dends paid by a Swiss company to a U. S.
corporation, not having a permanent es-
tablishment in Switzerland a rate-not ex-
ceedin 15 percent, except that it may not
exceed 5 percent. if the U. S. corporation
owns at least 95 percent of the voting
stock of the Swiss company, and if other
conditions are met.

Art. XIII. A U. K. company deducts U. K.
income tax of 38 3/4 percent from dividends
paid to a U. S., corporation,# and the latter
is deemed to have paid such tax and may take
a credit for such tax agaihet its U. S. tax
if it elects to include in gross income for
the purposes of the U. S. tax the amoUnt' of
such U. K. income tax.

2989
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Qbligattons in Tax Conventions to' Allow
the Crqdit for Foreign Taxes on Realized
Income as Provided on a Specified Date

Fourteen of the income tax conventions which the United

States has entered into with other countries contain provisions

obligating the United States to grant A U. S. corporation or other

taxpayer a credit for foreign taxeq paid in accordance with the

pertinent provisions of the Internal 'Revenue Code as they existed

on a particular date. : In most cases this date is the date of

entry into force of the convention (i.e. the date the instruments

of ratification were exchanged), in some cases the date is the date

of signature of the convention, in two cases the date is a partic-

ular date specified in the convention, and in one case the date is

the effective date of the convention.

In all these conventions, the other Contracting state

allows a similar credit or other equivalent relief from double

taxation In consideration of the credit granted by the United States.

In all cases the credit envisages only foreign taxes on realized

income.

The provisions of the fourteen income tax conventions

which obligate the United States to grant a credit for foreign

taxes in accordance with existing provisions of the Internal

Revenue Code are summarized as follows:
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COUNTRY CONVENTION PROVISIONS

1. Australia Australian tax allowed as
credit subject to Sec. 131
I.n.c. of 1939 as In effect,
on date of 4ignature, of con-
vention. (Art. XV)'

Austria

3. Belgi

4. Finla

Austrian taxes allowed as
credit subj ect to provisions
of Seos. 901 -905 I.R.. of
1954 as in effect on entry
into for e of convention.
(Art. XV)

um Belgian taxes allowed as
credit in accordance with
provisions of See. 131 I.R.C.
of 1939 as in effect on date
of entry into force of con-
vention. (Art, XII)

nd Finnish taxes allowed as credit
subject to provisions of Sec.
131 I.R.C. of 1939 as in effect
on date of entry into force of.
convention. (Art. XV)

5. Germany German taxes allowed as credit
subject to provisions of Sec.
131 I.R.C. of 1939 as in effect
on date of entry into force of
convention. (Art. XV)

6. Honduras Honduran tax allowed as credit
subject to provisions of Sees.
901-905 I.R.C. of 1954 as in
effect on date of signature of
convention. (Art. XVf)

PERTINENT DATE

Signed 5/14/53

In force 10/10/57

In force 9/9/53

In force 12/18/52

in force 12/20/54

Signed 6/25/56

Irish tax allowed as credit
subject to Sec. 131 I.R.C. of
1939 as in effect on date con-
venti on comes into effect, pro-
vided dividend grossed up by
amount of income tax appropriate
thereto. (Art. XIII)

Effective 1/1/51

Japanese tax allowed as credit 1/1/54
subject to provisions of Sec.
131 I.R.C. of 1939 as in effect
on January 1, 1954. (Art XIV)
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7. Ireland

8. Japan
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COUNTRY

9. New Zealand

10. Norway

CONVENTION PROVISIONS

New Zealand tax allowed as
credit subject to Se. 131
I.R.O. of 1939 as in effect
on date of signature of
convention. (Art. XxrI)

Norwegian taxes allowed as
credit subject to provisions
of Sec. 131 I.R.C. of 1939 as
in effect on date of entry into
force of convention. (Art. XXV)

PERTINENT DATE

Signed 3/16/48

In force 12/11/51

11. Pakistan

12. Switzerland

13. Union of
South Africa

14, United
Kingdom

Pakistan tax allowed as credit Signed 7/1/57
subject to provisions of LR.O.
ae in effect on date of signature
of convention. (Art. XV)

Swiss taxes allowed as credit In force 9/27/51
subject to provisions of Sec. 131
I.R.C. of 1939 as in effect on date
of entry into force of convention.
(Art. XV)

South African income tax allowed In force 7/15/52
as credit in accordance with
benefits and limitations of Sec.
131 I.RC. of 1939 as in effect
on date of entry into force of
convention. (Art. IV)

United Kingdom tax allowed as
credit subject to Sees. 901-
905 I.R.C of 1954 as In effect
on January 1, 1956, provided
dividend grossed up by amount
of tax appropriate thereto.
(Art. XIII)

1/1/56
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Memorandum

Taxing U.S. Shareholders on Undistributed Income
of a Controlled Foreign Corporation Would Disre-
gard Supreme Court Decisions on the 5th and 16th
Amendments to the Constitution

CONTENTS
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Income Under the 16th Amendment
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Congress Has No Power Under the 16th Amendment to
Tax on the Basis of Constructive Receipt of a
Foreign Corporation's Income

No Decisions Support Constructive Receipt by

Shareholder of Foreign Corporation's Income

The Proposals Would Contravene the 5th Amendmen

Summary of Conclusions Regarding Unconstitutionality
of Proposed Taxes

Additional Objections to
Section 13 of HR. 10650 and the Treasury Proposal

The Proposals are Based on Inappropriate
Existing Code Provisions /

The Proposals Would be Discr~inatory

The Proposals Presuppose Tax/Avoidance
That Under'Court Decisionp Would Not
Generally Exist
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April 17, 1962

Unconstitutionality of Taxing U. S.
Shareholders on Undistributed Income
of a Controlled ForeIgnVCorpoi'atIon

Description of Taxes InVolved

Questions of constitutionality'were raised at the Hearings
before the Uommittee on Ways and Means, the week of June 5, 1962, in
regard to the Treasury proposal to tax to U. S. shareholders undis-
tributed profits of controlled foreign corporations and the same
basic questions may be raised in regard to the provisions in Section
13 of the Revenue Act of 1962, H#.R. 10650, passed by the House of
Representatives on March 29, 1962, which would introduce in the
Internal Revenue Code new Sections 951 to 958 in order similarly to
tax certain categories of income from foreign sources derived by
such foreign corporations.

On April 2, 1962, at the beginning of the Hearings on the
bill before the Senate Finance Committee, Secretary Dillon proposed
that the bill be amended to embody the original concept of taxing
all the undistributed Income of the controlled foreign corporation.

More specifically, H,.R. 10650 would 'require the Inclusion
in the gross income of United States persons, owning a direct or in-
direct Interest in a controlled foreign corporation, even unto the
third or fourth degree of relationship or beyond, of a corresponding
part of the subsidiary's undistributed Income which is termed "Sub-
part F Income" which includes (1) income from insuring United States
risks, (2) income from patents, copyrights, and exclusive formulas
and processes, and (3) net foreign base company income (H.R. Report
No. 1447, pp. A93 and 94). This would be done even if there were no
tax avoidance of any kind. This novel form of taxation would occur
With regard to (3) in the case of any foreign corporation of which
more than 50 percent of the total combined v9ting power of all
classes of voting stock, or the total value of shares of all classes
of stock, is owned directly or Indirectly by no more than 5 United
States persons on any day of the taxable year of such foreign corpo-
ration, and there is apparehtly no limit as to the number of share-
holders with regard to (1) and (2) except that the provisions do not
apply if the U. S. shareholder owns less than 10 percent of the
voting stock of the foreign corporation.

As the issue of conshtitutiOnality was raised in regard to
the president's original proposal, it will now be discussed prii
marily from that viewpoint although the same questions are raised
by Section 13 of HeR, 10650.
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The Supreme Court Has Ruled Against Taxing the.
Shareholder on the Corporation's Undistributed
Income Under the 16th Amendment

,The most direct answer to the Treasury's premise, that un-
der the 16th amendment Congress can tax the undistributed Income of
a controlled foreign corporation is the "landmark decision" of the
Supreme court in Eisner v. Macomber, 252 U.S. 189S 40 o Ct. '189
(1920). This delsion- was mentioned In the Hearings* (p. 313) as not
being relevant to the present issue because no stock dividend i In-
volved. However, the Supreme Court held in this case that "neither
under the Sixteenth Amendment nor otherwise has Congress power to tax
WiMohout apportionment a true stock dVlidend made iawl'ul.y and in good
aith, or the acc umulated profits behind it, as income of the stock-

holder" (mZha su.is.....

The underscored reference to "accumulated profits" reflects
the statement in the decision (40 S. Ct. at p. 19?) that

* . the government, . , virtually abandoning the
contention that a stock dividend-increases the Inter-
est of the stockholder or otherwise enriches him# in-
sisted as an alternative that by-the true construction
of the act of.1916 the tax is imposed, not upon the
stock dividend, but.rather upon the stockholder's share
of the undivided profits previously accumulated by the
corporation." (emphasis s lied)

The fact that it has been the view of the Committee on Ways
and Means that Eisner v. Macomber "carries a provision against taxing
even undistributed income to the shareholder" was stated in footnote
37to Helvering v. Griffiths, 318 U.S. 371, 63S. ot. 636, 6147 (1939)s
In this case the Government requested that Eisner v. Macomber be over-
ruled so that common stock dividends identical to the stock on whioh
they were declared could be taxedp,, but the Supreme Court was unable to
find that Congress Intended to tax the dividends int question and would
not reconsider Eisner v. Macomber on the basis of the legislation and
Regulations In force. No subsequent decision has been found which in
any way limi s this decision' in regard to the point that Congress has
no power to ac a stockholder without apportionment upon the aocumu-
lated profits of the corporation.

The' Treasury Oeneral Counsel sugests (Hearings, p. 315)
that Helvering V. Bruun- (19400), 309 U.S. 461, overruled the decision
of Eisner v. Macomber that income must be represented by something

*Hearings on the President's 1961 Tax Recommendations before the
Committee on Ways and Means, House of Representatives, 87th Congo.
1st Sess.o, herein referred to as "Hearings".
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"severable" from the investment. However* in the Bruun case the Court
said in essence that the issue was not "1severability-Tut whether
there was a transaction on which something was received. The Court
held that repossession of land with a new building added was such a
transaction, and distihguished the earlier case of M. E. Blatt Co. vs
United States (1938), 305 U.S. 267, in which there was no such re-
possession. Thus, it is clear that Eisner v. Macomber, as explained
in the Bruun case, still stands as authority against taxability as
Income T-6-Me shareholder of the undistributed profits of a corpo-
ration.

Itts therefore relevant to review in this regard perti-
nent statements of the Supreme Court In Eisner v. Macomber (40 S.
Ct. 189).

The Sixteenth Amendment reads:

"The Congress shall have the power to lay and col-
leat taxes on Income, from whatever source derived,
without apportionment among the several states# and
without regard to any census or enumeration."

The Supreme Court declared: "As repeatedly held, this did
not extend the taxing power to new subjects, but merely removed the
necessity which otherwise might exist for an apportionment among the
states of taxes laid on income." (id., p. 193) In other words, if
the tax proposed by the Treasury do-e not qualify as an income tax as
is set forth in this decision, then it would have to be apportioned
among the States.

Undistributed income of a company cannot be treated as in-
come of the shareholder, according to the Supreme Court, for the fol-
lowing reasons:

(a) "The interest of the stockholder is a capital
Interest." (id., p. 193)

(b) "Short of liquidation or until a dividend is de-
clared, he has no right to withdraw any part of
either capital or profits from the common enter-
prise; on the contrary his interest pertains
not to any part, divisible or indivisible, but
to the entire assets, busihessand affairs of
the company. Nor is it the interest of an owner
in the assets themselves, since the corporation
has full title, legal and equitable, to the
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"whole. The stockholder has the right to have
the assets employed In the enterprises with the
incidental rights mentioned; but, as stockholder#
he has no right to withdraw, only the right to
persist, subject to the risks of the enterprises
and looking only to dividends for his return."
(id., pp. 193, 194)

(c) "If profits have been made and not divided they
create additional bookkeeping liabilities under
the head of 'profit and loss', $undivided
profits', 'surplus account' or the like. None
of these, however, gives to the stockholder as
a body, much less to any one of them, either a
claim against the going concern for any partio-
ular sum of money, or a right to any particular
portion of the assets or any share in them un-
lees or until the directors conclude that divi-
dends shall be made and a part of the company's
assets segregated from the common fund for the
purpose. The dividend normally is payable in
money, under exceptional circumstances In some
other divisible property; and when so paid,
then only (excluding, of course, a possible ad-
vantageous sale of his stock or winding-up of
the company) does the stockholder realize a
profit or gain which becomes his separate prop-
erty, and thus derive income from the capital
that he or his predecessor has invested.' (id.,
p. 194)

The Proposed Tax Would Be a Tax on Property
Subject to Apportionment Among the States

The foregoing describes income within the meaning of the
Sixteenth Amendment. However, H.R. 10650 or Secretary Dillon's pro-
posal contemplate a tax predicated on the shareholder's ownership of
stock In the company, which would be a tax on property,'although
measured by Income belonging to the foreign company which Congress
could not tax as such. "That Congress has power to tax shareholders
on their property Interests in the stock bf corporations is beyond
question, and that such interest might be valued in view of the con-
dition of the company, iholuding its accumulated and undivided prof.
its is equally clear* But that this reUld ber"taxat y7p-o-erty-
e-ause of ownershi , and hence would require apportionment under the

provisions or the constitutont is settled beyond peradventure by pre-
vious decisions of this court.' (emphasis supplied) (id., p. 197)
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In view of this categorical statement. by the Supreme Court,
it is evident that H.R. 10650 would levy, under the guise of an In-
come tax, a tax collected from U. S. shareholders upon their prop-
erty Interests in the stock of foreign corporations. Under that
bill the tax would be measured by "Subpart F income" (H.R. 10650,
SeO. 952), but the Supreme Court's term "undivided profits" would
cover all the items Included therein. Nevertheless, in view of the
above holding of the Supreme Court, such taxation of property be-
cause of ownership of stock in a foreign corporation would be un-
constitutional unless the tax were apportioned among the States under
the provisions of the Constitution.

Issues Discussed in Official Memoranda
Submitted at Hearings

The Treasury General Counsel originally described the issue
as being "whether 'tnder the 16th amendment undistributed earnings and
profits of U. S.-cohtrolled foreign corporations can beheld to con-
stitute income to the enumerated classes of U. S. stockholders. If
so, it is clearly subject to tax unless It is to be Imposed in so
arbitrary and discriminatory a fashion as to violate the due-process
requirement of the fifth amendment" (Hearings, p. 314).

On the other hand, the top Congressional tax adviser has
said: "The administration's proposal is that the income earned by
foreign corporations be taxed to the American shareholders without
any distribution or dividend declaration. This raises certain basic
questions as to whether or not the shareholder has income within the
meaning of the 16th amendment-whe( he has received nothh6 and does
not have the right and power to demand any payment" (id., p. 311).

Congress Has No Power Under the 16th Amendment to Tax
on the Basis of Constructive Receipt of a Foreign
CorporatiOn's Income

The Treasury General Counsel asserts that "Copgress has the
power under the 16th amendment to impose a tax on the undistributed
earnings of a forelgn.corporation controlled by U. S. shareholders on
the ground that it may find that such income is constructively re-
ceived by the U. S. shareholder to prevent avoidance of taxes or on
the broader ground advanded by leading scholars In the field, in&
eluding some Supreme Court gusioes, to the effect that any net in-
crease in wealth is taxable (Hearlhgs, p. 316). However, as has
been shown above in citing Eisner v. Macomber and as will be shown,
infrao the Treasury does not cite any 3ecisions that support th,
assertion. -
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No Decisions Support Constructive Receipt by
Shareholder of Foreign Corporation's Income

None of the decisions of the United States supreme Court
cited by the Treasury support its assertion that undistributed in-
come of a foreign corporation is income constructively received by
the shareholder.

As regards the assertion that Congress has the power to
treat such income as being constructively received to prevent tax
avoidance, this is tantamount to admitting that it could not do so
where it would not have that justification. Congress would hardly
be justified in presupposing tax avoidance in view of the fact that
some 20,000 foreign corporations are involved (Hearings, p. 3545)
and most of their operations are outside the United States. If any
income should be diverted from the parent in the United States to
the foreign subsidiary within the purview of Section 482* I.R.C.,
such income could be allocated back to the parent and taxed. In
fact, H.R. 10650 clearly shows that the purpose is to tax income
derived by a foreign corporation from sources outside the United
States (Soc. 952(a)(2)), that is income which under present law and
internationally accepted principles of law is outside the tax Juris-
diction of the United States.

Under the law of the United States, the separate identity
of a corporation for tax purposes is so well established that the
Supreme Court has recognized the legal existence of a corporation
as being separate from that of the shareholders and even a sole
stockholder. The Courts do not disregard the separate corporate
status except to prevent fraud or the evasion of some statutory pro-
hibition or requirement. National Carbide v. Commissioner. 336 U.S.
422 (1949); Moline Properties v. commIssioner, 319 u.s, 430 (1943).
It is unreasonable to assume that this exception could envisage all
of the 20,000 foreign corporations that are legitimately engaged in
foreign business or investments.

This doctrine of the separate corporate entity was re-
cently applied by the.Tax Court in Frelbro Corporation, 36 T.C.-,
No. 86 (AugUst 18, 1961); C.C.f. Dec. ,249 t5 in which that Court
held the taxpayer could not be taxed on the earnings of its wholly-
omed subsidiary prior to the receipt of a dividend, saying an ac-
crual basis taxpayer must include dividends in ihO6me in the year in
which they are made unqualifiedly subject to his demand, i.e. the
time when payment is to be made."

In the light of Loster Lumber Co., Inc. v. Commissioner,
14 T.C. 225 (1950), the American shareholdier or a foreign corpor-
tion has the right to demand payment of a dividend only when the
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foreign shareholders have the same right. Thus, in the absence of
the declaration of a dividend, no constructive receipt doctrine can
be applied (Hearings* p. 313).

Although the Treasury counsel believes that the Supreme
Court would hold as constructively received by the shareholders the
'4 earnings of a corporation, while not distributed as dividends,

because they serve to Increase the wealth of the shareholders (id.,
P. 314), it has not so held and a court has decided that even where
the corporation is enriched through services performed by the share-
holder, the latter does not have any income by reason of the increase
In value of his stock. Joy Manufacturing Co. v. Commissioner, 230 F.
2d 740 (CA-3, I96), reversing L3 T.C. 1082; oephion V.-Uo-mls-
sioner f, 6 TOM 788 (1947)0C.....o .. . -

The Treasury's contention would not be supported by the
definition of Income in Eisner v. Macomber, suprap in which the
Supreme Court stated, inter alia, that incomeiTsnot "a growth or
increment of value in Me'-hv aTment; but a gain, a profit, some-
tMSg or-exchangeabI value proceedin from the property, severed
from the capital . . . .". Acordingpy, the Court held that a

holder did not receive taxable income when the corporation
distributed a fully proportionate stock dividend In stock identical
to that already outstanding. The Court added that its earlier de-
cision in Collector v. Hubbard, 12 Wallace 1 (1870), (which held
valid a Civi War statute taxing undistributed corporate profits
to the shareholders) "must be regarded as overruled" by Pollock v.
Farmers Loan and Trust Co., 158 U.S. 601 (1898).

Even If, as some authorities surmise, the Supreme Court
might reverse itself and hold that a proportionate stock dividend
could constitutionally be taxed, this would not support the tax-
ability of undistributed earnings when the corporation distributes
neither a proportionate nor disproportionate stock dividend. The
question of whether or not proportionate stock dividends can be
taxed is not really relevant to the Issue (Hearings, p. 313). How-
ever, the decision In Eisner v. Macomber is relevant In so far as
It bars taxing to the shareholders a corporation's accumulated earn-
Ings.

It is relevant to note, moreover, that In Eisner v.
Macomber, sur the Supreme Court stressed the unfairness or taxing
The unc istibTuTed income to the shareholder when in later operations
the corporation might lose the income through business reverses so
that the shareholders would in fact receive "nothing that answers
the definition of Income within the meaning of the 16th amendment"
(252 U.s. 211).
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The Treasury memorandum cites two cases, one involving
the right of the taxpayer to receive interest on bonds where he had
made a gitt tQ his son of the coupons detached from the bond before
the due date (Helvering v. Horst, 311 U.S. 112 (1940)), the other
the right of a taxpa er to demand the dividends which had been de-
clared but not paid (Kunze v. Commissioner, 19 T.C. 29 (1952) aft'd.
203 P. 2d 957 (C.A. 2d 1953)). Obviously, neither of these deci-
sions supports the proposal to tax a U. S. shareholder on income
that belongs to a foreign legal entity, and has not been declared
as a dividend and thus subjected to the shareholder's control.

The Treasury Counsel contends that Undiatributed earnings
of a foreign corporation could be held to be constructively received
by the U. S. shareholders on the ground that the foreign personal
holding company provisions were upheld as taxation of income under
the loth amendment In Eder v. Commissioner, 47 B.T.A. 235; 138 P.
2d 27 (C.A. 2d 1943). However, in tat case neither the Board nor
the Court mentioned the 16th amendment. The Board stated (p. 235)
that:

"The sole issue is whether certain foreign ex-
change restrictions in effect in Colombia,
South America, during 1938, except petitioners,
shareholders of a foreign personal holding com-
pany, organized and existing in Colombia, from
the provisions of section 337 of the Revenue Act
of 1938 • i .t

The Board held (at p. 240) that decisions involving the
taxability to a United States taxpayer of his "blocked" income were
not in point because they were decided under the doctrine of "con-
strubtive receipt". Furthermore, the Circuit Court notes (at p. 27)
that the taxpayers conceded the Colombian company was a foreign per-
sonal holding company and indicates that the issues were whether
blocked income could be included in gross Income under Section 337
and the rate of exchange at which the "blocked" pesos should be con-
verted into United States dollars for tax purposes. "As the taxpay-
ers could have Invested, or spent the blocked' pesos in Colombia
and, as a result, could there have received economic satisfaction",
the Circuit Court remanded the case to the Tax Court for further
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consideration of the appropriate measure of evaluation.* In other
words, the decision In Eisner v. Macomber, supra, was not raised or
challenged.

The foreign personal holding company provisions have never
been involved In a case decided by the Supreme Court. Their limited
purpose is shown by a "Report on Tax Evasion and Avoidance" sub-
mitted by the Joint committee on August 5, 1937 (75th Cong., 1st
Seas. H. Doc. 337), which states, inter alia: "Real foreign oper-
ating companies or widely held holl-ng c-ompanies are not included"
(Hearings, p. 312).

In short, the Treasury has not been able to cite a single
decision in which the Supreme Court has hold that undistributed in-
come of a foreign corporation could be regarded as income construc-
tively received by Its shareholders under the 16th amendment.

As the issues involved are essentially the same in H.R.
10650 to tax U. S. shareholders on so-called "Subpart F income" of
foreign subsidiaries, the conclusion would be the same, i.e. that
such taxation would contravene the 16th amendment unless the tax
were apportioned among the States.

The Proposals Would Contravene the 5th Amendment

The originally proposed legislation was described by the
Treasury as being designed to prevent tax avoidance by the use of"controlled" foreign corporations, and the Treasury stated the be-
lief that the Supreme Court under established doctrine would find
the tax consonant with due process requirements of the 5th amendment
(Hearings, p. 318). Presumably the same motive Is behind the present
bill.

*The rest of the decision relates to the "taxpayers' argument that
inability to expend income within the United States, or to use any
portion of it In payment of income tax, necessarily precludes tax-
ability". The Court observes: "That the result under the statute
here before us may be harsh is no answer to the Government's posi-
tion; that the purpose of Congress was to deal harshly with 'in-

corporated pocketbooks' . . . Interpreting the statute to bring
about such a consequence does not render the statute unconstitu-
tional . • ." However, as the taxpayer had not raised the question
of the constitutionality of the provision, this language evidently
pertains only to the question as to whether blocked income could be
included in the taxpayer's gross income.
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Apart from the doubt that may be expressed as to whether
the Congress,* or eventually the Supreme Court, would arbitrarily
assume that all of the more than 20,000 foreign controlled corpora-
tions, in respect of which the tax would be applied, were engaged in
tax avoidance, the Treasury memorandum published in the Hearings,
Vol. I, fails to cite decisions which prove that any such "estab-
lished doctrine" exists.

The Treasury concedes (Hearings, p. 318) that Courts have
foOnd that a tax laid on one person's income measured by the income
of another violates the due process clause of the 5th and 14th amend-
ments (Hoeper v. Tax Commissioner, 284 U.S. 206 (1931); Lewis v.
I!rhnte, 56 P. 2d 290 (D.C. Mass. 1932); and Raymond Pearsoh Motor
ConIpfy v. C.I.R., 246 F. 2d 509 (C.A. 5th 1957)).

Moreover, in Lewis v. White (supra at p. 391) the Court
said: "That an attempt by Congress to measure the tax on one per-
son with reference to income of another would conflict with the due
process clause of the 5"n amendment seems clear". The Court cites,
r support of this unequivocal statement, Nichols v. Coolidge, 274

U.S. 531 (1927); Blodgett v. Holden, 275 U.S. 142(192b),-W-hte v.
Hall, 53 F. 2d 210 (O.A. Ist 1931).

Despite the foregoing admission of the existence of these
pertinent decisions, the Treasury argues that the Supreme Court has
indicated the due process clause is not violated In cases where the
taxpayer has maintained control over the income or enjoys the bene-
fits of income or where Congress has found imposition of the tax
necessary to prevent tax avoidance. Thus, the grantor was held
taxable on the income of a revocable trust, Corliss v. Bowers, 281
U.S. 376, 378 (1930), and on income of an irrevocable trust where
it was used to pay premiums on policies of insurance covering the
life of the grantor, Burnet v. Wells, 289 U.S. 670 (1933).

Obviously neither of these decisions supports a tax on
the profits of a valid foreign corporation before the corporation de-
clares a dividend which becomes subject only then to the control of
the shareholder.

The Treasury also mentions that a corporation has been
held subject to a special tax on its undistributed earnings where
it was created for thc purpose of preventing the imposition of a
surtax on the shareholders, Helvering v. National Grocery Company,
304 U.S. 282 (1938), but this was a tax on the corporation itself.
Although the Treasury cited Asiatic Petroleum Company v. C.I.R.,
79 F. 2d 234 (C.A. 2d 1935), this decision merely upheld a reallo-
cation of income under the provisions of Section 45 of prior law
which are now found, InSection 482, I.R.C. of 1954.
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In short of the above cases, the only ones In point are
the decisions first, mentioned under this heading, supr, in which
the- Supreme Court held that the 5th amendment woulIWB-&violated in
a case where a tax laid on one person's income was measured by in-
come, of, another person. This would be true of the tax envisaged in
HR. 10650 and of Secretary Dillon's proposal.

Summary of Conclusions Regarding Unconstitutionality
of Proposed Taxes

In view of the Treasury's concession in regard to the
abQvewoited cases holding that laying a tax on one person's income
measured by the income of another violates the due process clause
of the 5th amendment, there can be no doubt that taxing U. S. share-
holders on the basis of income belonging to a foreign corporation
should be considered as unconstitutional under the 5th amendment.

It has previously been shown that the income of the for-
eign corporation cannot be treated as income constructively received
by the shareholder under the 16th amendment, and that the proposed
tax would not be a tax on income under the 16th amendment. Instead,
it would be a property tax and would have to be apportioned among
the several States (U. S. Constitution# Art. I §2 cl. 3 and §9 cl. 4
requiring direct taxes to be apportioned according to population).

If the Supreme Court has supported the principle of the
separate corporate entity with regard to domestic corporations, it
is all the more important that Congress and the Supreme Court should,
in accordance with international comity., uphold respect for the'
Juridical personality of a corporation organized under the laws of a
sovereign foreign State. This is especially true if the State is
one of the 44 with which the United States has in force a tax treaty
embodying this fundamental principle.
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* Additional Legal Objeotions to-
.Section 13 of H.R. 10650 and the Treasry proposaI

The Proposals are Based on Inappropriate
Existing Code Provisions

The Secretary or the Treasury stated at the*Hearings (p.
261) that precedent for the proposed tax treatment may be found in
the provisions of existing law dealing with the taxation of U. B..
shareholders of foreign personal holding companies, and the Ways
and Means Committee said it was extending these provisions to apply
to "base" companies. These proviso - acted in 1937 to pre-
vent the avoidance of surtax b zens or res a who had re-
sorted to foreign personal b ing companies, perhap o escape the
tax regime for domestic p'sonal holding companlea.

The Report the Joint Committe n Tax Evasion
Avoidance to the Co ress, dated Au ust 5 19 75th Cong., t
Sess. House Doe.3 t explains t pos of thekv.,provlionso It
refers to the num r of copa. a r nize In certain foreign r-
ledictions by U.* citizen de bes few exreme cases wh ch
show "that fore n persona holding ompani 9 airobeing used by
citizens and re dents as vice f idancep p ses. In
come which oth wise would be su e o t Federa in ome taxes
is being diver ed top and aceumula bkyuch oipa es, order
that the Amen an shareholera ma ape ax theron,"
(House Doe. N * 337a p.

The xamplea nd to t e ;o a 'imaril con-
cerned with I ome from and ' fa
curities.

The report goe on al: "There appesmm&to be no Justl
fication for t continue d e tend of Vprei peronaJ4holding
companies . . . . It Is ed as tt f loal policy that
the dissolution f such companies shoul e effe ted as p rmptly a
possible .... (House Doe NO.. ; p 21).

However, the report the join m tee ado It ci r'
that the legt was not I d to a oc seaforeign or-
atng companies or dly-owned fore -43. 'ding companies op p.

1.( emphasis suP11 ).'-

In short, the pu so of this 1937 legislate was to lm-
pose such an onerous and pun e regime on the pr ibed UjS. in-
dividual shareholders in foreign companies they
would forthwith liquidate such existing companies and woul4 I is-
couraged from creating any such companies in the future.

BEST AVAILABLE COPY
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The fact that the Committee on Ways and Means bases its
proposed amendments on. the 1937 measure raises the question whether
It now seeks to force the liquidation of all of the foreign sub-
sidiaries that might fall under the proposed enactments, and re-
strict future recourse to foreign corporations to carry on perfectly
legitimate activities that might happen to fall within the scope of
the contemplated amendments.

The Proposals Would be Discriminatory

Subpart F of H.R. 10650 would involve discrimination
against U. S. shareholders owning foreign corporations in several
ways:

First, by taxing them on the basis of certain income be-
longing to the controlled foreign corporation, but not on income
belonging to controlled domestic corporations engaged in similar
activities;

Secondly, by taxing them on certain categories of income
arbitrarily defined but not on others, and by taxing them on income
used or Invested In developed countries but not on income invested
In "less developed countries".

Hence, the legislation proposed by the Treasury or by the
Committee would be so grossly discriminatory that it would appear
to come under the statement by the Supreme Court that discrimination,
If gross enough, may be equivalent to confiscation and subject under
the Fifth Amendment to challenge and annulment, Charles C. Steward
Mach. Co. v. Davis, 57 S. Ct. 1936.

The Proposals Presuppose Tax Avoidance That Under
Court Decisions Would Not Generally Ex.st

Although the Treasury estimates there are some 20,000 con-
trolled foreign corporations, in order to find instances of tax
avoidance, the Internal Revenue Service reviewed some 135 cases
SHearings, p. 3535). Of these It published descriptions of 39 cases
Hearings, pp. 3537-3544). About half of these descriptions do not

reveal that the corporation did anything contrary to the tax law,
and In the others any income allegedly diverted from the United States
corporation could have been reallocated to that corporation for tax-
ation purposes under Section 482, I.R.C.
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On the basis of this meager sampling, the Treasury sought
to Justify penalizing the imputed abuses by taxing the U. S. share-
holders on income belonging even to "real foreign operating cor-
panies". This would be done now although such companies were de-
liberately excluded from the 1937 legislation (House Doe. No. 37,
p. 17). H.R. 10650 uses the term "foreign base company income
which certainly has no opprobrious connotations that would Justify
departure from the principle of respect for the corporate entity.

Various instances of tax avoidance have been dealt with
by the federal courts in upholding the application of the provisions
of Section 45 of the 1939 Internal Revenue Code, now found in Section
482 of the 1954 Code. Examples are:

(1) a domestic hjL.ding company sold securities, which
had considerably appreciated in value, at cost to
an affiliated foreign company; the latter immedi-
ately resold the securities to another affiliated
domestic company at the higher fair market value;
and the Court upheld the allocation of the profit
back to the first company, Asiatic Petroleum Co.
v. Commissioner, 79 F. 2d 234 (C.A.1 20'193530
certiorari denied 296 U.S. 645;

(2) a domestic manufacturer sold products at manu-
facturing cost plus 10 per cent to a controlled
foreign corporation which resold to customers at
a mark-up ranging up to 900 per cent and over,
despite the fact that the domestic manufacturing
business had previously sold the same type of
products to customers outside the country through
an unrelated organization to which it allowed a
20% discount. The Court uphold allocating back
to. the manufacturer all the profit in excess of
the 20% discount, Jesse E. Hall, Sr., 32 T.C. 390
(1959).

On the other hand, the rule has become well established
in court decisions that it is perfectly legitimate for a taxpayer
to arrange his affairs so as to limit his liability to tax. As
stated by the Supreme Court in Gregory v. Helvering, 293 U.S. 465
(1935) "(tihe legal right of a taxpayer to creasee the amount of
what otherwise would be his taxes, or altogether avoid them, by
means which the law permits, cannot be doubted." Accordingly, it
is clearly recognized by Judicial authorities that the separate
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entity of a related corporation, whether domestic or foreign, can-
not be disregarded so as to make its income taxable to another,
Unless the corporation is found to be unreal or a sham. The cor-
porate form may not be disregarded merely because it was resorted
to with the motive to avoid or minimize taxation, if in fact the
corporation has some business purpose and activity. Moline
Properties, Inc. v. Commissioner, 319 U.S. 436 (1943); Pola's
Frutal Works, Inc. 21 T.C. 953 (1954); John Junker SpeniF7I1 T.C.
7 t 1.9.53; Chisholm v. Commissioner, 77F-2d lrT1 and
National investors Corporation v. Hoey, 144 F. 2d 466 (1944).

As stated by the Tax Court In its opinion in*Polak's
Frutal Works, Inc., upra, "'a taxpayer is free to choos eiType
of organization or f flirt which he will his business activities
to achieve a desired business or tax result . . . . He is not re-
quired to adopt or continue with that form of organization which
results in the maximum tax upon business income . . . A Further-
more, if a taxpayer actually carried on business in the form chosen,
the tax collector may not deprive him of the incidental tax benefits
flowing therefrom, unless it first be found to be a fiction or a
sham."

The legislation proposed by the Treasury Department, or
by the Committee, which would subject U. S. shareholders to tax on
the income of controlled foreign corporations arising from sources
outside of the United States is in direct conflict with the long-
standing principles of taxation developed by our courts. Under this
jurisprudence, it is perfectly legal for U. S. citizens or corpora-
tions to organize a company with some business purpose and acti-
vity" in a foreign country with rates lower than 1; ose in the United
States or with no income tax at all, and for that corporation to en-
gage In investments and business transactions with corporations or
other persons In the same or a third country.

The Supreme Court has hold that a statute, whereby the
liability of the taxpayer was made to depend upon past lawful trans-
actions not giving rise to liability when effected, was so arbitrary
and capricious as to amount to confiscation, and therefore violated
the Fifth Amendment to the Constitution, Nichols v. Coolidge, 274
U.S. 531 (1927). "If the taxation Involves reasonableness o meet
the desired ends of fair play, it is valid - - - And when the tax
is arbitrary and capricious by reason of the terms of the taxing
statute, it becomes void under the Fifth Amendment." Corliss v.
Bowers, 34 F. 2d 656 (C.A. 2d, 1929), affirmed 281 U.S. 376.
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The Treasury premise of general tax avoidance through
foreign subsidiaries is practically nullified by the fact that as-
though the Treasury estimates there are some 20,000 controlled for-
eign eorporations(Hearings, p. 3545), it apparently found evidence
of tax avoidance in perhaps less than 20 cases (id., pp. 3537-3544).
In these any income shown to have been diverted could have been
taxed Under Section 482, I.R.C.

Moreover, the imputation of tax avoidance Is controverted
by the fact that most of the previously-mentioned foreign subsidi-
aries were created before the income tax was Introduced or# if cre-
ated subsequently, were formed without any intent of escaping U. S.
tax, but instead for legitimate business reasons. Furthermore,
their transactions with persons in their respective country or in
third countries are entirely outside the jurisdiction of the United
States and cannot be said to have as their object the avoidance of
U. S. taxes.

It has been held that the Congress may adopt a measure
calculated to prevent tax avoidance, the "test of validity" in re-
spect of due process being whether the means adopted are appropri-
ate to the end. Helvering v. City Bank Farmers Trust Co., 296 U.S.
85, 56 s. Ct. 70 (1935). However, it Would obviously not be appro-
priate to adopt a measure Intended to prevent avoidance In some 20
cases that without such justification would be applied to many if
not all of the 20,000 foreign subsidiaries.
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The CHAIRMAN. The next witness is Mr. D. Nelson Adams, Associa-
tion of the Bar of the City of New York.

STATEMENT OF D. NEWSON ADAMS, CHAIRMAN OF THE TAX COM.
MITTEE OF THE ASSOCIATION OF THE BAR OF THE CITY OP
NEW YORK

Mr. AyAms. Mr. Chairman, my name is D. Nelson Adams. I
appear here as chairman of the Tax Committee of the Association of
the Bar of the City of New York.

In that capacity I speak for a committee of 22 lawyers who have
approached this bill completely objectively." Our sole purpose in
appearing here this morning is to be of whatever assistance we can
to this commitee in considering H.R. 10650.

I might add at the outset that, unlike that of some of my predeces-
sors this morning, our report does not deal with the economic aspects
of the bill and the balance-of-payments problem.

We leave that to the economists and the businessmen.
We are concerned essentially with the legal and administrative

problems involved.
Our report, is in two parts. The first contain comments of a gen-

eral nature with reference to several sections of the bill, namely, sec-
tion 4 (entertainment expense), section 6 (amendment of sec. 482),
section 13 (income of controlled foreign corporations), section 16
(disposition of stock of controlled foreign corporations), and section
21 (treaties). It also includes for consideration another approach
to the problem of foreign earnings, in lieu of the provisions contained
in sections 13 and 16 of the bill The second part incorporates the
comments of our committee with regard to matters of a more tech-
nical nature.

I propose to cover only part 1 in my oral statement, which I believe
I can do within the time allotted to me. The balance of our report
is already on file with the committee and deals with the more technical
aspects. It is available to the committee and for study by the staff.

At the outset, however, we note that while H.R. 10650 contains a
number of provisions that deal in an appropriate manner with clear
defects and inequities, the bill will in several respects add greatly to
the complexity of the code. This is particularly unfortunate when,
as in the case of sections 2 and 14, the provisions will have broad
application. They will have to be understood and applied by many
taxpayers who may be unaccustomed to dealing with such intricacies
and not in a position to obtain competent tax advice. Section 13,
if enacted, will take its place alongside the present collapsible corpora-
tion provisions as among the most incomprehensible provisions of the
code. It will be extremely difficult for taxpayers to estimate the tax
consequences of investing in foreign corporations, and no less difficult
for the Service to enforce.

I. GENERAL COMMENTS

SECTION 4. DISALLOWANCE OF CERTAIN ENTERTAINMENT, ETO., EXPENSES

The current statutory standards governing the deductibility of en-
tertainment expenses are generally thought to be susceptible to wide-
spread abuse. An amendment which will strengthen t e hand of the

3010
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Commissioner in dealing with this problem would do much to restore
public confidence in the integrity of our tax system.

Section 4 of the bill proposes to accomplish this result in, essentially
three ways: (1) by denying the deduction unless the items is "directlY
related to the active conduct of the taxpayer's trade or business"; (2)
by requiring substantiation in all cases; and (8) by allowing no deduc-
tion for a facility unless it is used primarily for business purposes and
then only to the extent so used. The substantiation and used primarily
requirements will, we believe, prove helpful in curbing abuses. We are
less convinced of the adequacy of the requirement that the item be
directly related to the active conduct of a business.

On its face this phrase merely opens the door to many questions. In-
deed we doubt whether it does anything more than call attention to the
problem. Resort to the Ways and Means Committee report is more re-
vealing in that it describes various types of expenses which will or will
not qualify under this test. However, even if the committee report
may be permitted to fill the statutory vacuum, the examples set forth
there do not appear to establish principles of general application.

In view of the apparent widespread abuses in this area and the prac-
tical difficulty of drawing legis ative boundaries, our committee be-
lieves that consideration should be given to disallowing all deductions
for entertainment expenses except in certain specifically enumerated
cases, including the exceptions in subsection (d) of section 4. Under
these exceptions, for example business meals and meetings would, of
course, qualify even if considered entertainment but where the tax-
payer entertains in other ways the expense would have to be incurred
without the benefit of a tax deduction.

Senator DouOLAs. Mr. Chairman, may I be permitted to congratu-
late the witness and, through him, the Association of the Bar of the
City of New York for the attitude you take in this matter.

I always have had an extremely high opinion of the Bar of the City
of New York ever since I became acquainted many years ago with
Charles C. Burling. Through the years I have felt that the Bar of the
City of New York, the Association of the Bar of New York, has been
able to, in general, look beyond immediate considerations to the social
welfare.

I think this is an extremely statesmanlike statement of yours.
I felt discouraged for I have sat through nearly 5 weeks of hearings

with special pleaders and find so few people who are willing to take an
objective view of these matters. As one-humble member of this com-
mittee, I want to congratulate you personally and the Association of
the Bar of the City of New York.

Mr. ADAMS. Thank you, Senator.
I am not sure when I go home I will have any clients, but we feel

our responsibility to this committee is broader than that. [Laughter.]
Senator DOVOLAS. I am afraid I will be a very poor substitute for

your loss of clients.

SECTION 6. AMENDMENT OF SECTION 482

Mr. ADAMS. The committee agrees with the Treasury's view that
there have been abuses in the pricing of products and licensing of
patents between domestic corporations and foreign affiliates, but it
believes that the arm's length standard which" the Cbmmissioner has
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at his disposal under section 482 is sufficient to enable him to deal with
this problem. Part of the difficulty in the past has been the lack of
information available to the Service with regard to foreign transac-
tions, but this difficulty has been substantially eliminated with the
enactment of the information provisions in 1960, which would be
somewhat further expanded by section 20 of the present bill. We do
not overlook the difficulty in many cases of determining the effect of
arm's length trading, but the Commissioner in such cases may require
the taxpayer to establish this or accept the Commissioner's determina-
tion if he is unable to do so.

We recognize that if a clear statutory formula could be devised
which would operate in at least a majority of the cases, it might be
preferable to any general test based on arm's length bargaining. How-
ever, in our view section 6 would only make matters more confusing,
it would not materially ease the Treasury's burden, and it would cre-
ate a whole host of new questions that would have to be resolved in
the courts. These questions include (a) how much relative weight is
to be given the factors set forth in subsection 482(b) (2) (A), (b) what
other factors are to be considered, (c) what weight is to be given to the
determination made by the Secretary of the Treasury, (d) whether
under subsection (b) (2) (B) the discretion of the Secretary is absolute,
(e) the meaning of the words "adjusted to approximate their adjusted
basis" in subsection (b) (3) (A), (f) what is an "arm's length price"
under subsection (b) (4) (as a practical matter the Government's posi-
tion may be no easier here than under present law), (g) the meaning
of the words "grossly inadequate" in subsection (b) (6), (h) the de-
gree to which the Secretary's estimate under subsection (b) (7) is con-
clusive, and (i) the time by which information must be furnished
under subsection (b) (7).

SECTION 13. CONTOLLED FOREIGN CORPORATIONS

It is apparent that section 13, coupled with section 16, will do more
than curb the abuses referred to in the Ways and Means Committee
report. It will also tend *to discourage the investment of American
capital in foreign enterprises, and may tend to increase foreign taxes
p aid by controlled foreign corporations at the ultimate expense of the
U.S. revenue. Whether this is sound policy is not. within the province
of our committee to say. We believe it appropriate, however, to point
out some of the major disadvantages which legitimate business activi-
ties abroad will encounter in operating under sections 13 and 16.

The effect of these sections is to place controlled foreign corporations
at a tax disadvantage vis-a-vis domestic corporations with foreign
branches and to place individual 10 percent plus shareholders of con-
trolled foreign corporations at a tax disadvantage both in comparison
to corporate shareholders of such corporations and to shareholders of
domestic corporations. The disadvantage or controlled foreign cor-
porations is illustrated by the fact that a domestic corporation is en-
titled to deduct and carry over losses from its foreign operations and
to characterize its items of foreign income as capita gadin or ordinary
income, depending on their intrifisilc nature, whereas the parent of a
controlled foreign corporation must include the subsidiary's income
in its own as ordinary income and is not allowed to deduct or carry
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over the subsidiary's losses. The disadvantage is accentuated where
foreign operations are conducted by more than one controlled foreign
corporation. Losses incurred by one foreign subsidiary are not ap-
plied in reduction of the profits of another foreign subsidiary, and
this is even the case where the subsidiaries are members of the same
chain.

Beyond these factors an individual, as compared to a corporate
stockholder, of a controlled foreign corporation is further penalized
since, while the corporate entity of a controlled foreign corporation
is disregarded in order to impute the income of the corporation to its
shareholders, its corporate entity is relied upon to deny its individual
stockholders a credit for foreign income taxes paid by the corporit-
tion. Moreover, the individual shareholder of a domestic corporation
suffers a direct 52 percent and a maximum indirect 12 percent attrition
of retained corporate earnings from foreign sources whereas the
10 percent plus individual shareholder of a controlled foreign cor-
poration can be taxed on its foreign income at rates ranging up to
91 percent.

Two other aspects of section 13 to which our committee has given
specific attention are: (1) Whether it is constitutional, and (2)
whether it is workable.

Constitutionality: The major stated objectives of the section as
described in the Ways and Means Committee report are to impose
current tax on (i) what could ordinarily be expected to be U.S. source
income, (R) income which is held abroad and not used in the tax-
payer's trade or business, unless it is reinvested in another business
located in a less developed country, and (Q) sales profits from goods
manufactured by related parties either in the United States or aboard.

The technique employeT is to tax certain U.S. persons who actually
or constructively own stock in a controlled foreign corporation on part
or all of the income of such corporation, even though no distribution
of such income has been made. From the constitutional standpoint it
would appear that the validity of this technique must meet the re-
quirement that it is necessary in order to prevent avoidance or evasion
of Federal income taxes. In the following instances in which the
bill would impute income of a foreign corporation to U.S. persons,
the imputation seems difficult to justify on such grounds:

(1) The imputed income may have been subjected in the hands of
the foreign corporation to a rate of tax equal to or greater than the
U.S. tax.

(2) The imputed income may represent no more than a fair profit
for performing selling or distributing services abroad.

(3) The imputed income may represent earnings from a newly or-
ganized or recently acquired manufacturing business in an economi-
cally developed cdunitry which are needed for the conduct or expansion
of this business.

(4) The imputed income may constitute income from patents or
processes developed outside the United States, but which lave been
acquired by the foreign corporation from a U.S. person.

In most of the cases enumerated above the imputat tin of the income
to the shareholders of the foreign corporatori may be avoided if the
foreign corporation invests the income in a less developed country.
This in itself would seem to indicate that the income is not regarded
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per so as of a character which should attract U.S. tax in order to
prevent avoidance or evasion. In any event to predicate immunity
from tax on such a basis is difficult to justify on the ground of pre-
venting tax avoidance.

Acordingly, it is the view of our committee that the reach of sec-
tion 13 of the bill is so broad in certain important areas as to result
in doubt as to its constitutionality.

Furthermore, even if not unconstitutional, there is an inequity in
taxing the shareholders of a foreign corporation on income of the
corporation which cannot be distributed by reason of (a) exchange
control, (b) restrictions imposed by local law, or (o) contractual com-
mitments or indebtedness incurred prior to the enactment of the bill.
In the domestic personal holding company area, the Congress saw
fit to allow a deduction with respect to previously incurred indebted-
ness (I.R.C. see. 645(b) (7)).

Workability: Our committee believes that the technical problems
involved in the imputation of income to U.S. persons from foreign
subsidiaries of all tiers are so numerous and so difficult that the ques-
tion arises as to whether the provision is workable from a practical
standpoint. These pr blems include the computation of "earnings
and profits" from 1963 on, in accordance with U.S. tax rules, of foreign
corporations which are not subject to U.S. law; the attribution of
profits to different categories of gross income of shareholders depend-
ing upon the treatment of such income under section 13; the applica-
tion of the foreign tax credit in the case of earnings which are imputed;
and the effect of the imputation of income on the basis of the stock held
by the U.S. persons. Our study of these provisions over the past few
weeks has convinced us that the complications are so great that many
unintentional inequities and loopholes will be inevitable, and that
great difficulty will be experienced by even the most sophisticated tax-
payers and their advisers, as well as by Government personnel, in
understanding and applying these provisions

Our committee is also concerned with the workability of the stock
ownership test, which is the key determination upon which the appli-
eation of sections 13 and 16 depends. Many foreign corporations issue
bearer shares, the ownership of which is not known or readily ascer-
tainable. Indeed, the disclosure of ownership may be illegal under
foreign law. A similar problem exists in the case of stock registered
in the names of nominees. Except in the case of closely held com-
panies, therefore, there may be no practical way of determining
whether the corporation constitutes a "controlled foreign corporation
through the ownership of more than 50 percent of its voting stock by
U.S. persons. Stockholders owning 10 percent or more 6fthe stock
of such a corporation may live-in ignorance of their actual tax liabili-
ties and find themselves at some later date confronted with a large
liability for which they are wholly unprepared.

Furthermore, the rules for determining stock ownership involve all
of the complicated features of the present attribltion requirements of
section 18, with additional complications imposed by section 915, and
with the further difficulty that these rules will not onily affect the
statfisof the U.S. person as a 10-j)ercent stockholder bfit will also have
to be applied by all .U.S. persons in determining whether more than 50
percent of the stock is owned by U.S. shareholders.
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BErOION 16. GAIN FROM CERTAIN SALES OR EXOHANGES OF TOOK IN CERTAIN
FOREIGN CORPORATIONS

This section proceeds on the theory that gain from the sale or ex-
change of stock of a controlled foreign corporation by a shareholder
owning 10 percent or more of the voting stock should be taxed as ordi-
nary income to the extent of his proportionate share of the earnings
and profits. It is recognized that this is largely a question of legisla-
tive policy. e would point out, however, that all 10-percent-plus
shareholders of controlled foreign corporations will as a result of see-
tion 16 suffer a disadvantage not generally applied to shareholders of
domestic corp tions. Upon the sale or exchange of their stock or at
the time of fiq'idation othe corporation their gain attributable to
previously untaxed corporate earnings and profits will be taxed at
ordinary income tax rates rather than as long-term capital gain.

In addition, a number of extremely serious practical problems are
generated by applying the proposed section 1248 to pre-1962 earn-
ings and profits and thus basing present and future tax consequences
upon historical earnings and profits extending back some 50 years.
Most of the corporations whose stockholders would be affected by
section 1248 have heretofore had no reason to compute earnings and
profits or to maintain records from which such a computation could be
made with reasonable facility. The task of reconstructing long-term
accumulated earnings and profits of any corporation is a difficultone.
Such a computation for a foreign corporation involves additional com-
plexities, such as currency valuation factors, transposition of foreign
accounting concepts to U.S. earnings and profits concepts, and the
effect to be given to elections which could have been made for U.S.
income tax purposes. For these reasons we recommend that section 16
be made applicable only to earnings and profits realized in taxable
years of the foreign corporation beginning after December 31, 1962.

The computation of earnings and profits at interim dates during a
taxable year-which would be necessary under sec. 1248(b) and pos-
sibly under see, 1248(a)-raises further obvious complications. In
this area particularly, the burden of proof rule in section 1248(d) will
presumably aid in protecting the revenue. However, in all phases of
an earnings-and-profits computation, the Service will obviously have
to evaluate and analyze proof offered by a taxpayer, and the conse-
quent administrative burden and delay are likely to be substantial.

The impact of section 1248 can be extremely drastic where the cor-
porate earnings have been subjected to foreign tax at rates comparable
to or higher than U.S. rates. In such cases, the application of section
1248 to individual shareholders can produce an extraordinarily high
effective combined rate of tax, and the foreign tax credit in respect
of taxes paid by the controlled corporation will not be available to
individual shareholders or to corporate shareholders taxed under sec-
tion 148(b).

A similar consequence which is difficult to justify involves applica-
tion of section 1248 to earnings of the foreign corporation in the
United States which have actually been subjected to U.S. corporate
tax. Notwithstanding a suggestion to the contrary in the Ways and
Means Committee report (p. 4), section 1248 does not differentiate
these earnings frot- foreign source earnings, even though an exception
for domestic earnings is made by section 952(a) in computing subpart
F income.
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HE TION 2 1. TIRYATIMII

()Ir co"nttittet concurs inl the reoinnendattion of Secretary Dillon
in his tstilllony before the Senate Finance Committee that section 21
le climinateld rom the bill in order to make it clear that, we are honor-
ing 1t1r l'tlot ob~ligations (hearings on 11M.. lf0O, p. 104). We
wOl(l, hIow(PI'r, suggest that inl order to eliminate any possible incon.
sislhinies bt weel section 11 of the, bill and the foreign lax credit pro.
visions of va rious t reaties consideration should he given to providing
thut in the event of any stlh in(onsistency the treaty should govern.

Mr. (1htirman, we return to the question of taxation of foreign earn.
ing1s. We IrM ( niz there tire certain abuses that exist. We did not
want to vome o()wn here and tell you that without making some sug.
gestion fo' a oMssible line or avenue which will cure the aluses and
still solve the problems which we see in sections 13 and 16.

I tMt'EO. ,fATIONS WIT[ 11:OARD TO TIMK TAXATION OF FORION RARNINOS

We recognized that the extent to which earnings of a foreign corpo-
ration are to be taxed to its UT.S. stockholders is in large measure a
mttatter of legislative policy. As noted above, however, we also feel
that 1f.H. lO0() as presently drafted raises constitutional doubts and
involves atdministrative complexities of serious proportions. Because
of out' concern over tile constitutional and administrative problems
involved, we offer for consideration an alternative approach to the sit-
uat ions eiwonitsseod Iy sect ions 13 and 16 of the bil.

Ats we analyze sections 13 and 16, the tax-avoidance practices which
form the focal points of legislative concern are twofold. First, there
tire cases where income which in an economic sense has been gen-
erated inl the Iltited States may not be subjected to tax here. Those
Cases involve premiums from the insurance of U.S. risks, income from
patents, and similar property interests developed In the United

states, and sales income improperly allocated to a related foreign
organization.

Second, there are cases where foreign income is accumulated or
transferred outside the United States without any apparent business
purpose and presumably to avoid or defer U.S. tax. Such cases
involve primarily the accumulation abroad of income beyond the
reasonable needs of a foreign business and the transfer of income from
one foreign business to another through a foreign base company. If
we are correct in this analysis, the objectives of sections 18 and 16
could be attained in large measure through the modification of exist-
ing and familiar statutory provisions,

Turning first to premiums from the insurance of U.S. risks, It
would s(em logical to treat such premiums as income from sources
within the United States. They are not so treated under present
law, and so escape U.S. taxation when received by foreign corpora-
tions, Whether the tax should apply to all foreign insurance com-
panies or only to those controlled by US. shareholders, whether
foreign insurance companies should be allowed the option of paying
a tax based on their net taxable income from the insurance of tU.S.
risks, and the proper withholding tax rate to be applied, are matters
of legislative polic.y.
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The problem of the income from patents and analogous intangibles
(leveloped here but exploited abroad without adequate compensation
for the development process arises primarily where the foreign income
from such property is realized abroad by a related forel ii corpora-
tion. Basically, this problem is much the same as that of determining
the sale profit properly allocable to the activities of a related organiza-
tion abroad. In view of the additional information now or to become
available to the Commissioner as a result of the 1060 amendment to
the code and proposed section 20 of the bill, we believe that section
48,, if diligently enforced, will provide an adequate solution to both
these problems.
The second area of the foreign earnings problem, that of accumula-

tions and transfers of funds outside the United States, could be solved
in large measure by two amendments of the present statutory provi-
sions governing foreign personal holding company ies. The first amend-
nient would be to include corporations as well as individuals in apply-
ing the stockownership test, of such companies, and the second would
be to Include income accumulated beyond the reasonable needs of a
foreign business as one of the classes of foreign personal holding com-
pany income, vith appropriate modification of the gross income test.

The alternatives to sections 13 and 16 of the bil [suggested above
would in our view substantially put an end to the practices now covered
by those sections which might legitimately be considered to involve tax
avoidance. This approach would also resolve the constitutional
doubts and administrative problems outlined above.

I might add one final word:
I think it would eliminate a number of the Panamanian, Liberian,

and Bahaman corporations that Senator Douglas and Senator Gore
were so concened about this morning, which are filling the role of being
merely base companies.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much.
We will insert your technical comments, of course, in the record.
Mr. ADAMs. That is right.
The CHAIRMN. Any (juestionsI
Senator CtRTis. No questions.
The CHAInMAN. Tlmnk you very much, Mr, Adams.
(Section II of Mr. Adams' prepared statement, entitled "II, Tech-

nical Comments," is as follows:)

If. TrtoiticAL COMMENTS

SECTION 2, CREDIT FOR INVESTMENT IN CERTAIN DEPREOAIILE PROPERTY

Sevtots 47(a).-Neither the bill nor the report of the Ways and Means Com-
tinttee Indicates whether the normal retirement of a unit of property carried In
a multiple asset a' ount must meet the time test of section 47() (1), or whether
that test will be met It the average period of retention of assets of the same
type In the account meets the test. If the time test must be met in the case
of every normal retirement from a multiple asset account, this should be made
clear.
Secoton 41(b) (2).-The failure to except Insolvency reorganizations under

part IV of subchapter C from the recapture provision of section 47(a) may be
occasioned by an assumption that any such reorganization which represents a
mere change in the form of conducting the trade or business will qualify under
part III of subchapter a and, therefore, under section 881'(a). This should,
however, be clarified.
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Sretioim 48(n).- -The provision it msetion 48(a)(1)(B) that real property,
other thni it building or its "structural eouolntents," may qualify for the credit
It It is u1sedl as an "integral Iart of" or "In conneeton with" certain business
operations s*ens likely to lead to uncertainty and controversy. The explatin-
tlion of the quoted terns in the committee relrt leave doubt as to their a1-
plicablilty In itiany situations. We question whether the prevention of revenue
loss through the use of such Imlprecise terms i as illrtant as clear advance
notice of whih prolwrty will quality for the credit. Most of the uncertainty
would be removed by limiting the exclusion of depreciable real property to build.
Ings and their structural CoIIIponents.

SECTION 4. DIAILOWANOI Of CERTAIN ENTITAINMENT, ET., IEXPENSES

Inasmuch as proposed section 274 would affect a very large number of small
taxpmyers, it seems particularly important that any provision r"lectlng en.
tortainment expenses should I* drafted in such a manner as to be readily un.
derstood,. Se-t ion 274 Is deficient it at least the followIng respects :

(1) The class of expenditures made nondeductible by subsection (a) Is gen.
rally descrilie as including any item "with resiect to an activity which is
of a type generally omiiderml to constituto entertainment, amusement, or tee-
reaklon," or "with respect to a facility used in connection with" such an ac.
tiviaty *'unless the taxpayer establishes that the facility was used primarily
for the furtherance of the taxpayer's trade or business and that the Item was
directly related to the active conduct of smh trade or business," We have
great difficulty in ascertaining in a given case the intended meaning of such
key words as "activity," "#type," "generally considered" and "directly related."
Furthermore, the committee report sheds no light on the intended meaning of
the term "active" In the statutory phrase "active conduct of the taxpayer's
trade or business," The purpose of this term Is particularly mystifying when
applied to an item incurred in connection with the production of income, which
is treated under proposed section 274(a) (2) (B) as a trade or business It
also appears difficult to characterize deductions such as depreciation and gen-
eral repair and maintenance expenses incurred in connection with the owner.
ship of a depreciable "entertainment" facility (which it used primarly for
the furtherance of the taxpayer'# trade or business) as Items directlyy related
to the active conduct of such trade or business." If it Is Intended to require
aplurtionment of general expense items on the basis of the percentage of usage
for business and personal purposes, the statute should be clarified to make thls
purpose clearer.

(2) It Is not clear whether the present language of subsection (a) includes
traveling expenses incurred in connection with entertainment or rereation,
although subsection (c) might indicate that such expenses are not included.

(8) fDefining the term "gift" for purposes of subsection (b) In terms of an
Item "excludable from gross Income of the recipient under section 102" re-
quires determination in assessing the donor's income tax of the tax character
of the purported gift to the recipient. Whether or not various typea of "busi-
ness gifts" are Includable In the gross income of the recipient or are exciud.
able under section 102 has provided a fertile field for current tax litigation and
remains an area unresolved by any clear-cut decisions.

(4) The committee report of the Ways and Means Committee Indicates that
the terni "entertainment' as used in section 274 Includes, in addition to Its nor-
mal meaning "satisfying the personal, living, or family needs of any Individu-
ali." As a result of this broad Interpretation of the term "entertainment," sub.
section (d) of section 274, setting forth numerous exceptions to the basic rule
of subsection (a), may be required. Nevertheless, paragraph (9) of subsec-
tion (d), creating an exception for expenwe for goods or services which are
sold by the taxpayer In a bona fide transaction for full consideration in money
or money's worth, appears to be an unnecessary addition to an already unde-
sirably prolix statute. On the other hand, subsection (d) appears to contain
no exception applicable to contest prizes granted as part of a business promo-
tion. an item of expense apparently as worthy of specific exception as several
others already Included. The limitation of the exception contained In para-
graph (?) of subsection (d) to expenses Incurred at a business nfeetlng or con-
vention of organizations described In section 501 (c) (6), creates an inference
that expenses related to the attendance of business meetings of similar or-
ganizations not qualified under section 501(c) (6) are within the ambit of'sub-
section (a). No reason for this distinction is given In the House committee
report.
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(5) Throughout the section there is doubt as to whether the portion of anj

expenditure attributable to a taxpayer's own participation in, or enjoyment o,
part of the cost of entertainment, is deductible in part, or not at all.

With reference to the amendment to section 162(a) (2) by section 4(b) of
the bill, changing the phraseology permitting the deduction of the "entire
amount" expended for meals and lodgings while traveling to a "reasonable
allowance" for amounts expended for meals and lodging, we point out that this
change may, in addition to placing a ceiling on the total amount deductible for
meals and lodging, also be hold to preclude the deduction of amounts so incurred
which do not exceed the amounts which the taxpayer would have incurred in
the absence of travel. We do not believe that any such additional disallowance
was intended, and suggest that the language be changed to read "(including
reasonable amounts expended for meals and lodging)."

SFCTION 9. DISTRIBUTIONS BY FORIION TRUSTS

Under the general rule of section 048(a) (8) of the code capital gains or losses
are Included In distributable net Income only If they are distributed or are set
aside for charity. Section 0(a) (1) of the bill amends section 048(a) to pro-
vide that capital gains and losses are taken into acount In computing distrib-
utable net income of a foreign trust. The result is that any accumulation
distribution carried back to a year In which net capital gains were realized by
the foreign trust, will be taxed as capital gains to the beneficiary for such year.
Under the usual rules applicable to throwbacks, the beneficiary will amalgamate
such net gains with his own capital gains for the purpose of computing the tax
attributable to such year and the proper result Is reached.

However, If the so-called shortcut method of computation prescribed by
section 00(a)(1) B) Is used, the tax upon capital gains may be distorted.
If the beneficiary had large capital losses In the 8 test years they might
wipe out the trust's capital gains attributed to those years with the result
that the tax computed with respect to the portion of the throwback representing
capital gains will be too low. On the other hand, If the beneficiary had large
capital losses In some years, but none In the test years, the tax computed with
respect to the portion of the throwback representing capital gains will be too
high.

Such distortions may be avoided by segregating the net excess of long-term
capital gains over short-term capital losses Included In the accumulation dis.
tributton and computing the tax thereon at 25 percent. The tax on the balance
of the accumulation distribution should then be ascertained under the usual
shortcut rules. The sum of the two computations represents the tax attributable
to the accumulation distribution where the shortcut compuation is used.

SEOTION 11. DOMESTIC CORPORATIONS REOIMNG DIVMDENDf FROM 'OREION
CORPORATIONS

This section of the bill would enact Into law the so-called gosseup principle
of taxation of domestic corporations receiving dividends from foreign corpora-
tions and claiming the foreign tax credit; would amend section 861(a) (2)(B)
of the code to treat as domestic source income the entire amount of dividends
eligible for the 85 percent dividends received deduction received from a foreign
corporation; and would repeal section 002(d), relating to special rules for
certain wholly owned foreign corporations paying royalties or similar items in
lieu of dividends. The amendment of section 861(a) (2) (B) and repeal of
section 002(d) are considered to involve legislative policy only and to be tech-
nically adequate. The amendment dealing with the gross.up principle likewise
Involves primarily a question of legislative policy on which the committee has
no comment. The committee notes, however, the following technical problems
In the gross.up legislation :

The technique of the bill Is to require inclusion in income of the domestic
corporation of the portion of foreign taxes paid by a subsidiary which is deemed
paid by the domestic corporation for tax credit purposes. The Inclusion of
such an Item In gross Income, presumably considered as constitutionally justi-
fied as a condition to a credit which Congress might have withheld, neverthe-
less creates a distortion of Income which has side effects unrelated to the
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determinlation of the foreign tax credit or the effective rate of tax upon Income
from foreign sources. Home of these consequences are as follows:

1. Presumably, earnings and profits would be Increased by an amount
never received and not available for distribution, possibly altering the
character of the domestic corporation's distributions.

2. Gross income and taxable Income are Increased for the purpose of
applying various statutory tests, such as the limitation on the deduction
for charltabl contributIons.

3, Dividend Income is Increased with resulting effect upon computations
of qualifying income for Western Hemisphere trade corporations, sub-
chapter S corporations, and personal holding companies.

These side effects are illustrative of the difficulties arising from the tech-
nique adopted in the bill, and the committee suggests that consideration be
given to adoption of a differing technique under whih gross up wold lie
required only for purl%*t,* of foreign tax credit c mntation.

sRCTION 13. CONTROLLED FORMON CORPORATIONS

Problems of Interpretation and application of this sectJon have been noted as
follows:

1. Proposed section 051 (it) (2) (A) calls for "pro rata" Imputation of subpnrt
F Income among certain U.S. persons who are shareholders In a controlled for.
eign corporatloi and section 053(a) (2) similarly Imputes to such shareholders
In the Increase in Investment in nonquallfied property for a taxable year on a
"ipro rata" basis. The phrase "pro rata" is somewhat elliptical. If, for example,
on affected U.S. person owned only preferred stock In a controlled foreign cor-
poration, would the Imputed Income be limited to an amount equal to his limited
preferred dividend, or would the Imputed distribution be determined on some
other basis? What if the U.8. person owned a class of common stock on which
dividends had been waived?

A similar problem may exist where ownership of stock In a controlled foreign
corporation Is attributed to a US. person through a foreign entity. Proposed
section 055(a) (2) provides that the stock of the controlled foreign corporation
shall be considered as being owned "proportionately" by the shareholders, part-
ters, or beneficiaries of the foreign entity.

2. Proposed section 058(a) (1) limits the amount of earnings of a controlled
foreign corporation Invested In nonqualifled property to an amount not ex-
ceeding "the sum of" (1) the earnings and profits for the taxable year and
(I) the earnings and profits accumulated for prior taxable years beginning
after December 31, 1062. It is believed that a deficit In earnings and profits
would be taken into account so as to reduce current earnings by reason of the
use of the phrase "the sum of." This conclusion is, however, not Inescapable
and clarification would be desirable. In this connection it in noted that tinder
proposed section 052(a) (8), subpart F income of a controlled foreign corpora.
tion for any taxable year Is limited only by the earnings and profits of sech cor.
portion for such year, so that a deficit In earnings and profits at the beginning
of a year would presumably not serve to reduce subpart F Income.

8, In form, at least, section 18(b) of the bill (amending see. fll (b) of the
code) may not prevent double taxation in nil Instantes wher, anvnrently in.
tended. For example, double taxation would appear to result where a con-
trolled foreign corporation Is a subsidiary of another controlled foreign corpora-
tion and both corporations are foreign personal holding companies..

4. The bill does not Indicate the nature of amounts Included in gross Income
for characterization purposes. For example, will such an amount be treated
as a dividend for purposes of characterizing the recipient as a personal holding
company?

11. The attribution rules of proposed section 055(b) (2), whereby a partner-
slhp. estate, trust or corporation owning more than 90 percent of the voting
power or total value of all classes of stock of a corporation Is considered an
owning 100 percent tnav bo construed as permitting the same stock to be counted
twice In determining ownership of Atock by a single 11,8, person.

Certain consequences of section 18, which may be unintended, have been noted
as follows:

1. The bill makes no distinction between controlled foreign corporations
engaged In trade or business In the nited States and those not so engaged as
respects Imputation of Income tinder section 051 (a) (1) (11). Therefore. the If".
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putatio provimlshO of the bill are presumably applicable oven though the foreign
corporation concerned currently pays full U.S. Income tax on Its income from
sources within the United States. Indeed, the effect of the bill In tills connec-
lion Is to encourage exmtriation of funds by such i corporation, since reinvest-
ment In a domestic business cannot constitute investment In qualified property.
The committee notes that, In contrast, section 952(a) (2) excludes from subpart
F' Income Items of income "derived from sources within the United States of a
foreign corporation engaged in trade or business In the United States."

2. Proposed section 953(b) (8) limits a qualified trade or business carried on
outside a less developed country to one which has been carried on by the corpo-
ration while "controlled by substantially the same U.S. persons" since December
31, 1962, or during the 5-year period ending with the close of the preceding
taxable year. Thus, a controlled foreign corporation formed or acquired after
)ecember 31, 1902, would not be permitted to reinvest Its earnings In what would

otherwise be qualified property and thereby avoid imputation of Income to its
affected U.S. shareholders until 5 years had elapsed since its formation or

acquisition. Further, it Is not clear whether the 5-year period begins again If
the controlled foreign corporation Is merged into or consolidated with another
foreign corporation without substantial change of ownership.
8. Proposed section 957(b) does not allow a special limitation for successors

in Interest to U.S. persons who would be entitled to such a special limitation had
they retained their stock. Moreover, prol)osed section 950 may not prevent
(double taxation under lprolpomed section 78 of the amount of a tax paid by a
foreign corporation receiving a dividend fromt a second foreign corporation
whose Income has already been imputed to a U.S. parent.

The following Inconsistency between the apparent Intention of the Ways and
Means Committee ats expressed In its report and the language of the bill itself
has beei noted.

Section 18(b) (1) of the bill amends section 551(b) of the code to provide that
amounts Included in gross income of U.S. shareholders of foreign personal holding
companies shall be reduced by the shareholder's proportionate share of the
"undistributed personal holding company Income" Included In gross Income under
proposed section 951(a) (1) (A). It Is clear from page A106 of the Ways and
Means Committee report, however, that the reference in section 18(b) should be
to "undistributed foreign personal holding company income."

I

HEOTION 14. OAIN FROM DISPOSITION OF CERTAIN DEPRECCIABLE PROPERTY

Effeot of setion 1845 ont other #eotloes. Section 14 of the'bill falls to warn
adequately that section 1245 overrides other sections of the code. This could
prove misleading to those who do not have an intimate familiarity with the code
ans a whole.

Section 1231 now purports to deal with the treatment of gain on taxable sales
or exchanges of all depreciable property held for more than 0 months. Section
1238 covers the treatment of gain attributable to accelerated amortization. We
suggest appropriate revision of part IV of subchapter P no as to correlate the
rules and applicability of sections 1231, 1238, and the proposed new section 1245.

Section 880 should also be amended to Indicate that a liquidation may result in
the recognition of section 1245 Income to the corporation, and section 887 should
be amended to Indicate that a sale otherwise qualifying under the provisions of
that section may nevertheless result in section 1245 Income.

Similar amendments should be made to sections 1031, 1038, 1071, and part VI
of subchapter 0.

Property (i m l iple asset accoumt&.-A very large proportion of section 1245
property is now carried In group or composite accounts,. tTnder present rules the
normal retirement of an asset from such an account does not result in gain or
loss. All entries on such a retirement are made as debits or credits to the
depreciation reserve. The fact that even assets of the same type, put to the same
use, may have differing actual service lives Is taken Into account in determining
for the whole account the average useful life and thus the depreciation rate,
which are approved by the Internal Revenue Service.

A normal retirement from a multiple asset account is not considered a "sale or
exchange" under section 1281, However, the ter "disposition" In section
1245(a) (1) might be construed as having broader applicability. We believe that
the normal retirement of an asset from a group or composite account should not
result In Income. .Furthermore, the necessity of recomputing basis on such a
retirement might result in very substantial additional accounting coats through
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calling for detailed and continuing records on individual property units In the
account. For these reasons we recommend that the normal retirement of an
asset carried In a group or composite account be excepted from the menilng of
"disposition" under section 1245 (a) (1).

Section 1245(a) ().-This section should take Into account amortization tinder
section 112 where the useful life of an Improvement to leased section 1245 prop-
erty Is longer than the remaining term of the lease.

Since the purpose of section 1245 is to "recapture" depreciation deductions
which have actually reduced taxable Income, it does not seem appropriate to Im-
pose a special burden of proof on the taxpayer under section 1245(a) (2) to
demonstrate that the amount of depreciation or amortization which has been al-
lowed Is less than the amount allowable.

Section 1045(b) (4) and (5).-The acquisition of land or depreciable real
pirperty, otherwise qualifying for nonrecognition, may result In section 1245
income In respect of section 1245 property transferred even though the trans-
fror also acquires (leprecl able personal property in the transaction. We suggest
that section 1245(a) (1) should apply only to the extent that the fair market
value of section 1245 property transferred exceeds the fair market value of
section 1245 property acquired.

InstaUtment 8ale8.-It should be provided that on the casual sale of section
1245 property on the Installment method, section 1245 Income is realized pro-
portionately with each Installment payment, rather than out of the earliest
Installment payments which cover the amount of section 1245 Income.

Section 167(f) added by #eotion 14(o) of the b1l.-Tho. proposed new section
107(f) has not been clarified (1) to Indicate whether "salvage value" means
gross salvage or, as it should, net salvage reflecting the deduction of demolition
or removal costs, or (2) to indicate whether the taxpayer has an election, which
he should have, to reduce or not to reduce salvage in respect of assets maintained
in se[)arate depreciation accounts.

Partnership tranactions.-There appears to be little value in further encum-
bering the Internal Revenue Code with the provisions in proposed section 1245
designed to prevent the shift of the incidence of ordinary income tax generated
by this section on a sale of a partnership Interest or a distribution to a partner.
The amendments to subchapter K as proposed in section 14(e) (1) of the bill
will require valuation of the partnership's section 1245 property upon every sale
of a partnership Interest In a partnership owning such p)rolwrty. In addw tion,
the proposals made will require valuation of all partnership section 1245 prop-
erty in the event any distributions, other than current distributions solely of
cash, are made by the partnership to any partner.

Shifting of the Incidence of tax Is permitted under proposed section 1245 in
the case of gifts, contributions of property to a corporation under section 851,
and the sale of corporate stock. In the partnership area, shifting is permitted
by the contribution of section 1245 property to a partnership in return for an in-
terest in the partlnership, The committee report gives no reason for distinguish-
ing sales of partnership interests and partnership distributions as areas neces-
sitating tighter control.

In order to prevent complete avoidance of the effect of proposed section 1245
in the event that proposed section 14(o) (1) of the bill Is deleted, a provision
should be added to section 1245(a) (2) providing that in determining "re-
computed basis" the adjusted basis with respect to any partnership property
should not include any optional adjustment to basis under section 784 or 748 of
the Internal Revenue Code. This would prevent the purchaser of a partnership
Interest or a distributes partner from avoiding the Impact of section 1245 upon
any subsequent sale by the partnership of section 1245 property. Similarly, in
determining "recomputed basis" of any property received in a liquidating distri.
button from i partnership, adjusted basis should be limited to the basis of such
property In the hands of the partnership prior to distribution, as Is provided in
proposed sectIon 1245(b) (0).

OWo101t 1S. YOUTON 11IzUTMEh2 COMPANIES

Proposed section 1240 treats any gain from the sale or exchange after December
31, 1902, of stock of a foreign investment company as gain from thi sale or ex-
change of property which Is not a capital asset to the extent of the taxpayer's
share of earnings and profits accumulated after December 81, 1062 (or during
the period the stock was held by the taxpayer if acquired later).
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Section 1247 )rovides that section 1240 shall not apply with respect to a
foreign investment company registered under the Investment Company Act of
1910 as a management company or as a unit investment trust which distributes
to its shareholders 90 percent or more of its ordinary income computed as if
it were a domestic corporation and designates within 80 days after the close of
the taxable year in a notice to shareholders the amount of its net long-terni
capital gain over net short-term capital loss, This provision, however, only
applies to U.S. shareholders who in computing their long-term capital gain
report their share of undistributed capital gain of the foreign investment com-
pany as a long-term capital gain.

While the designation requirement and the definition of qualified shareholder
it section 1247(c) imply that undistributed capital gains are taxable as long-
term capital gain it the shareholder includes them In income, there is no pro-
vision in section 1247 which states that the amount designated as long-term
capital gain which is actually distributed is to be taxed as long-term capital
gain to the shareholder.

Nor is there any provision for the passthrough of foreign tax credit as in the
case of a domestic regulated investment company. If the intent is to treat
certain foreign investment companies in the same manner as domestic regulated
investment companies, the bill should do so with greater specificity.

Under the definition of qualified shareholder in section 1247(c), a U.S. person
is excluded from the definition of qualified shareholder if bh fails in any one
year to include his share of undistributed capital gain income as long-term
capital gain, Unless that failure Is due to reasonable cause and not to willful
neglect, such U.S. person is thereafter barred from qualified shareholder status.
This provision seems unnecessarily harsh; it could result in the shareholder
being taxed twice on the same Income--first when he included undistributed
gains in gross income, and again when he disposed of his stock after losing
qualified shareholder status. At a minimum, provision should be made to pre-
vent such double taxation.

SrzTION 10. OAIN PROM OERTAIN SALS OR EXORANOES or STOCKS IN CERTAM
FORMION CORPORATIONS

Problems of Interpretation and application of this section have been noted as
follows:

1. The portion of recognized gain treated as a dividend or ordinary income
under section 1248 is defined in terms of "such person's proportionate share"
of earnings and profits for the applicable period. The problems noted in the
foregoing discussion of section 18 of the bill will also arise here. In addition,
section 1248 will apply to dispositions of part, as well as all, of a person's stock
holdings In a controlled foreign corporation; and application of the "proportion-
ate share" language in such a situation requires determination of whether the
proration is to be made on the basis of the number of shares disposed of, which
is the more logical and equitable method, or on the basis of the entire number of
shares owned by the U.S. person. The statutory provision Is ambiguous, and
the examples in the Ways and Means Committee report (pp. 77-78, A 124), which
involve disposition of the shareholder's entire stock Interest, would be applicable
under either test. The text of the committee report may Indicate that the
proration Is to be made on the basis of all stock owned by the shareholder. How-
ever, In view of the fact that this interpretation would proliferate the amount of
dividends or ordinary income attributable to the same earnings and profits, It
would probably be preferable to make some express statutory provision If this
result is really Intended.

2. Section 1248(c)'(8) attempts to achieve correlation with section 951. How-
ever the exclusivity of these provisions is preserved only when the same person
has had the Inclusion under section 061.

BSETION 19. WITIIIOLDINO OF INCOME TAX AT OURCM ON INTEREST, DIVIDENDS, AND
PATRONAGE DIVIDENDS

We have the.following comments on section 10 of the draft bill:
1. IndividuaUi-Under section 8488(a), an individual over 17 years of age

may file with any withholding agent an exemption certificate certifying that he
reasonelv believes that he will not be liable for any income tax for the years
covered Iy the exemption certificate. Upon the filing of such certificate, amounts
payable by the withholding agent would be exempt from withholding. However,
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under section 3.83 (a), an exemption certificate may not be filed by anyone who is
subject to tax, even though the full amount of such tax will be withheld through
withholding on wages or withholding on other divideuds or Interest. Accord.
Ingly, the provision with respect to exemption certificates Is only applicable
with respect to those taxpayers who have no taxable income at all after allow.
Ing for plmoitial exemptions Antd certain miscellaneous credits.

Under section 3484, quarterly refunds may be made to Individuals upon the
filing of appropriate claims for refund, The amount of such refunds may not,
however, exceed what Is defined under section 3484 (b) as an individual's "refutd
allowance." U1nder this subsection, the refund allowance Is 22 lKir(cent of an
Individual's expected deductions for personal exemptions plus 22 percent of his
retirement income lSs 22 percent of any income which Is not subject to with.
holding for (ividends and interest. Under section 3-184(e) tit claim for refund
may be filed by an Individual whose gross Income Is expe'tted to exceed $5,000,
or a married individual whogo income of himself and his spouse Is expected to
exceed $10,000 or a head of a household or surviving spouse who expects his
gross income to exceed $10,000, or by a child, unless he expects that his parents
will not be allowed an exemption for hint for the taxable year. In our view, the
provisions of section 3484 provide an extremely complicated administrative
isroceduro for refunds of withheld tax on interest and dividends to persons
who are-In relatively low tax brackets. The persons whom these provisions are
designed to benefit are in general not equipped to prepare easily the papers
required to obtain their refunds.

One of the big objections which has been voiced against withholding of interest
and dividends is that withholding provides a hardship to people who are in relay.
tively low brackets (particularly retired persons and widows) whose income is
derived to a great extent front interest and dividends. The problems of these
persons could be alleviated by a device other than quarterly refunds. If, for
example, the provisions of section 3484 with respect to exemption certificates were
broadened so as to permit an individual to file an exemption certificate If his last
year's taxable Income were less titan a prescribed amount and he expected that
there would be no tax due by him for the year after deducting amount withheld
In respect of wages or dividends and interest paid by payers other than those with
respect to which exemption certificates were filed, any alleged hardship to indl.
vidunis could be alleviated without using the complex machinery set forth in see-
tIon 3484.

While the broader use of exemption certificates would increase the burden on
the withholding agent, once the law provides for any exemption certificates, It
may be relatively unimportant to the withholding agent whether the use of such
certificates is available to a limited number of people or to A larger group. Fur-
thermore, the use of exemption certificates seems to cause much less inconvenience
than the filing of quarterly claims for refunds, It is also a system which will be
more readily understandable by taxpayers.

To prevent abuse of the exemption certificate procedure, substantial percentage
civil penalties might automatically be imposed on persons filing Incorrect exemp-
tion certificates. Also, provision might be made for the filing of duplicate certifi.
cates, one copy of which would be turned over by the withholding agent to the
Service,

2. Corporations, Sfates, and ewempt corporations.-We question whether the
amount of unreported tax on dividends and Interest received by corporations and
governmental organizations is sufficient to warrant the administrative burden of
withholding, This in particularly true since the withholding will be at only a 20-
percent rate on interest, whereas the corporate tax rate is f52 percent. In the ease
of dividends the withholding rate will be 20 percent, whereas most corporations
pay only a 7.8-percent tax rate on dividends. To the extent there is a problem of
enforcement, it might be preferable If substantial civil penalties were automati-
cally imposed for nonreporting by corporations and governmental organizations.

Assuming that no blanket withholding exemption for corporations and govern.
mental organizations is acceptable, a system of exemption certificates would
appear preferable to a system of quaterly refund claims. Exemption would be
accorded governmental organizations, exempt organizations, and cqrporations of
a prescribed snail size that expect to have no net Federal income tax liability for
the ensuing year. It is recognized that the administrative burden imposed on
withholding agents by a system of exemption certificates Is severe and that a
persuasive case may be made for permitting the filing of no exemption certificates.

owever, once the filing of any exemption certificates is contemplated, the addi-
tional burden of extending the privilege to exempt corporations and governmental
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organizations seems relatively slight, and to be preferred to the administrative
burden to the Treasury of a system of quarterly refunds.

3. Nonrisident allcnA and forcipti, oorporatlons.-Maby nonresident aliens and
foreign corporations are entitled, by virtue of various tax treaties entered into
by the United States, to a rate of withholding tax of less than 20 percent on
dividends and Interest from payers in this country. Although the Ways and
Means Committee reiwort states that the bill will not affect the tax rate applicable
to such recipients, neither the report nor the bill Is clear as to whether the rate
of withholding Is to be no less than 20 percent in all cases of payments to non.
resident aliens and foreign corporations. It is possible to interpret section
10(e) (1) of the hill to reach that result, but it Is also possible to conclude toat
the 20-percent minimum applies only where payments are made through a eo-
mestic nominee who fails to give the payer notice of a lower applicable treaty
rate. The correct interpretation turns upon whether the references to sections
3I452(a) and 3462(a) found in section 10(c)(1) of the bill should be read to
encompass the exceptions in sections 8452(b) (5) and 8462(b) (5). This ques-
tion should be clarified,

If the more limited interpretation of the 20.percent minimum is correct, we
recognize that there is an administrative problem where the securities owned
by the nonresident alien or foreign corporation are held in this country In the
name of it domestic nominee, since, unless notified of the nominee status of the
recipient, payers will withhold at the 20-percent rate. Assuming that a payer is
not so notified and withholds at a rate in excess of the applicable treaty rate, a
refund must 1e made to the person subjected to the burden of overwithholdIng.
Tite problems presented are whether the nominee or'the foreign recipient should
bear that burden and what procedures should be adopted for making refunds.

The discussion draft of the revenue bill of 1001, released by the Committee on
Ways and Means in August of 1001, provided that the nominee must make up
from Its own funds any withholding in excess of an applicable treaty rate and
must pay the foreign recipient at the applicable treaty rate of withholding. The
nominee was then entitled to apply for quarterly refunds of such excess amounts.
However, assuming the 20-percent minimum applies only where nominees are
Involved, the bill adopts a new procedure, placlt the burden of excess with-
holding on the foreign recipient, and providing for annual refunds of excess
amount withheld. This change In approach seems unwarranted for two reasons:
First, the domestic nominee is able, merely by giving notice of the applicable
treaty rate of withholding to the payer, to assure that there will be no excess
withholding: and, second, the nominee is In a much better position than the
foreign recipient to obtain a refund of any excess tax withheld by the payer.
Accordingly, we recommend that the nominee be made to bear the burden of
excess withholding and to obtain a refund if it fails to give notice of the proper
withholding rate to the payer. In making thigh recommendation, we also feel that
it is consistent with what the foreign recipients and their governments may view
as our obligation under the reduced withholding tax provisions of various
treaties. Moreover, the governments of foreign countries that allow foreign tax
credits may have more than a technical concern over the proposed procedure,
since their taxpayers may simply claim a credit rather than apply for refunds
in this country.

The CHIAIRtAN, The next witness is Mr. J. M. Barker of General
Mills,

Mr. Barker, take a seat, sir, and proceed.
Senator CURTIS. Mr. Chairman, may I say that Mr. Barker was in

his early life a distinguished citizen of the State of Nebraska. We lost
him to innesota, but he comes here as a very well.qualified witness.

Mr. BARKER. Thank you.
The CHArMAN,. We are very glad to have you;'Mr. Barker.
Mr. BARKER. Thank you.

STATE OP 0fN Mv, BARK=., DIR;OT0R OF TAXES AND
AOOUNTING FOR GENERAL MILLS, INC,

Mr. BARKER. Mr. Chairman and Senator Curtis, I am glad oil ar
heo. I still feel Nebraska is my home. I was born and raised there.

82100 0-42-0t. 7-12
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1 would also like to have inserted in the record that General Mills, and
1, as its individual, support your opposition to the investment credit
and, in fact, I have prepared many statements for the top manage.
ment of our company in support of such opposition. I have not cov.
ered it in my prepared memorandum because I thought I had to stay
wit hin the subject of earned income abroad.

I also would like to take note of some of the statistics that were
quoted here this morning in regard to some of the growth in the so.
called foreign bae company countries. Part of my testimony here
will relate to some of our foreign operations and I want to make it
perfectly clear that. some of the corporations that are involved in
this testimony were incorporated in these countries, but they were in-
corporated for a legitimate business reason in those countries and for
that reason I don't look upon bare statistics without a search behind
them for reasons as being Indicative of anything.

I will go into my prepared statement.
I believe that our problems of international payments must be

solved hut for our country to adopt policies advocated in the Revenue
Act of 1002 is, in my opinion, extremely shortsighted and will do ir.
reparable harm. If the United States is to maintain a predominant
position in international trade and maintain the high standard of
lIving for our citizens, we must encourage our business to expend
internationally. This will benefit our country at least two ways:

(1) We will have some control in the future over raw materials
and natural resources we presently need and for which the need will
become more critical in the future to continue our living standards,
and
( ) We will earn a profit from the foreign investments which will

offset losses of our present foreign markets due to industrial advance-
ment in the countries where the investments are made.

It is a critical tithe and bold risk type decisions must be made by
the business community. It is not ,he time for our Government
policy to be weak, to lack foresight, and to put obstacles in the way of
this area of business expansion.

Much has been said about the advantages of so-called tax havens
and golden tax free opportunities in the foreign investment area. I
would like to examine flem. I will not go into the risks inherent in
the investments themselves but confine my remarks to the risks and
inequities of the U.S. tax law.

First look at, present 'section 367. This section requires advance
permission of the Commissioner to determine if any of the transac
tions that are listed in that section with foreign corporations are for
tax avoidance. Please take particular note thatl this section is used to
determine the extent to which gin will be recognized in the transac-
tions listed. No mention is made of loss which might be incurred in
the transactions and, in fact, in any of the situations covered by the
section, no loss is ever recognized. I have attached to this memo-
randum two examples of unfiir results the section permits. Time will
not permit reading these and I request they be included in the record.

Another area where the Internal Revenue Code is grossly unfair in.
volves those situations where there is less than 80 percent ownership in
stock of the foreign enterprise. The capital stook held by a U.S. cor-
poration is a capital asset. Losses because of sale or worthlessness
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of the stock are governed by the capital gain and loss rules. Capital
losses of corporations can only be deducted against capital gains.
Tley can be carried over for a period of years.

Many corporations seldom have capital gains, except occasionally
froin sale of depreciable property and land under section 1231. There.
fore, loss on a foreign investment will likely never be deductible. The
Revenue Act, of 1902 proposes to eliminate from capital gain category
gains from sale of depreciable personal property which will further
restrict deductions for capital losses. If section 12831 is to be
amended as in this proposed Revenue Act, the definition of property
used in the trade or business should be expanded to include stock of
another corporation, either domestic or foreign held by a corporation,
goodwill, and the intangible value in excess ol the basis of property
acquired in a reorganization over the market value of the stock
sturrendered.

I might say it was a little over 2 or 3 years ago that I came down
to Washington attempting to get recognition of loss carryovers ap-
plicable to foreign operations -for U.S. shareholder companies; that
is, the parent companies. I did not succeed in this, and I have a
memorandum on it at home which I did not bring down...

I now direct my comments to some of the specific provisions of H.R.
10050. Because of time limitations my comments on section 5, part
of section 0, section 11 and section 12 are attached to this memoran-
dtm. I request that tlese also be included in the record.

Section 6. Permits allocation of income been and among corporations when sales and purchases are made within the group which
includes one or more foreign organizations and one or more domestic
nronnizations.

This section contains broad rules but does not specifically include
any definite formula for allocation and, in fact there is no require-
ment for the Secretary to publish the various iormulas he may use
with different taxpayers. I doubt seriously , that the courts of this
country would permit any State to use differing standards for allocate
ing income under State income tax laws. Such broad rules and power
in the hands of administrative personnel shall, in my opinion, be
conducive to unequal treatment between and among taxpayers.

I would like to cite a current situation within our company to which
this section 6 mightbe applied. We own a 60-percent interest in
a guar gum plantin Karachi, Pakistan. Under our agreement with
our co-owners in Pakistan they obtain raw materials for the plant
and we sell the manufactured product. For several years our sales
department has requested permission of our company to establish
stocks of merchandise and to open offices outside the United States,
Our legal department has refused to permit the sales department to
do this because they do not desire to subject our shareholders' assets
to all the various laws and claims of all the countries of the world.remetition is such now that if we are to sell at all, our sales depart.
meant a requests must be granted. We, therefore, propose that one
of our foreign corporations take over foreign sales and that it hire
the employees, open the offices, and own the stocks of merchandise.

I might mention right here as an hisert that this will be, as pro.
posed, a Panama corporation, and one of the reasons that a Panama
corporation is to be used in an operation of this kind is becuse the
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country of incorporation, Panama, does not look upon the income
of its corporations as being that obtained in worldwide operations,

It, only taxesthe income from earnings within Panama.
Under the proposed rifles we are likely to be taxed on any income,

although the arrangement is necessary if we are to stay in lusuIness.
If tax Considerations were to govern this arrangement, it would not
exist at all. We would put the parent company over there.

The stocks of merchandise are necessary to service customers.
Under the proposed rules the inventory, the only substantial amset,
must be ignored. If income is currently allocat d as IT.S. income,
General Mills, Inc., will lave an income apportionment problem in
49 States in which we do business. To the best, of my knowledge,
we iavo not yet solved the problem of income apportionment among
our States in an equitable manner.

Section 13. Income from controlled foreign corporations considerel
income of U.S. shareholders.

This section is extremely involved and it is difficult, to determine
the exact, application of the various provisions, not only because it
is written so broadly, but also what, Interpretation may be put on it.

There are many problems and inequities in the proposed section
952(e) defining foreign base company income which, in my opinion,
will put an effective, and immediate stop to foreign investment.

For Instance, foreign personal holding company income is included
as subject to tax. This will tax a U.S. corporiition on all dividends
received by a foreign controlled company. We have situations where
we have Ioreign joint ventures with local manufacturers and proc.
0ssors. Most. of these have been necessary because of loss of our export
market.

I would like to insert here that General Mills and its predecessor
companies have been in the export market in the flour business for
well over 7' years, and the markets where we have been forced to get
Into these joint venture arrangements are those where the local
country has put a prohibition against the importation of flour.

So far, we have been successful in continuing to export wheat to
these countries and have it. locally milled under these joint venture
arrangements. But how long that will continue,, we do not know.

The local venturer owns the manufacturing facilities and our foreign
company has sometimes purchased stock in the local manufacturing
company in lieu of investing In jointly owned facilities.

In one instance we would have been letter off taxwise to own the
stock of the manufacturing company, in the parent, company. We
purposely gave tip any available foreign tax credit. from that, com any
In order to follow the advice that was given to us locally thaI the
ownership should be kept local; namely, through our foreign subsidy.
ary down there, for political and public relations purposes.

In this case we will pay the U.S. tax on the dividend as it is paid to
our controlled corporation-iii this particular instance-and by the
way, this particular instance is in Venezuela, one of the so-calied tax
haven countries, and I would assume it also would be a less-developed
countivy, but our investment down there in the manufacturing facili-
ties is represented by a stock ownership in the local company, but it
is held by our foreign subsidiary.
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Under section 13, any dividends that go to that foreign subsidiary
because of that kind of an arrangement will be currently taxed to the
parent.

We have been unable to get permission to remit, earnings and, if
permission could have been obtained the amount we could remit at
controlled exchange rates was limited. We get. no foreign tax credit
1s it applies to the dividend from the manufacturing company because
our foreign company owns less than 50 percent.

Alternatively if we jointly owned a single corporation which, I am
sure would qualify as being in a less-developed country, no U.S. tax
would be due on any of the earnings until remitted as dividends to
the U.S. parent. That assumes that Venezuela would be a lees.
developed country.

Foreign base income as proposed requires certain "sales income" to
be included in income of the U.S. taxpayer. Sales income qualifies
for inclusion in foreign base company income if property is purchased
and is manufactured, produced, or grown outside the country in which
tile controlled foreign corporation is organized. We have a Joint
venture in a foreign country with local partners. General Mills, Inc.,
buys raw materials in the United States, and in this case it is wheat,
and it is processed by the joint venture. Our controlled foreign corpo-
ration, which is the party to the joint venture, is not created or organ-
ized under the laws of the country in which the joint venture operates,
but it is qualified to do business in that country. It pays taxes there
and sells ill its products there. Under this proposal, as it is written
this income is taxed to the U.S. shareholder for the sole reason that
the corporation is not incorporated in the country in which it operates.

This-happens to be another company in a Central American country
and our Panama corporation is doing the activity in this area.

The proposal to tax certain sales income allocates income to U.S.
)ersons even though transactions creating the income may have no
connection with or may not be in any way involved with the United
States. I am sure that. a U.S. policy which will require U.S. share-
holders to seek remittance of earnings to pay U.S. taxes on transactions
which involve the exports and imports or two foreign countries is not
going to cause those two countries to listen very attentively to any
U.S. proposition for free world trade. This type of interference in
their foreign trade is worse than a high import duty into the United
States.

To me this is nothing but an insidious way of imposing a type of
impost, or import, tax.

One further point regarding subpart. F-Income. Net. income sub.
ject to U.S. tax is reduced by investments made by the controlled
foreign corporation during the taxable year in less developed countries.
In no case can a less developed country be those listed in the proposed
statute. Earlier I mentioned our sales organization's establishing
offices and warehouse stocks to sell the output from our plant in
Pakistan. I would assume Pakistan will qualify as a less developed
country. If they do so qualify our investment in the developed coun.
tries of the world to sell their product will not qualify as investment in
qualified property in less developed countries. I don't believe there is
any place else in the world to sell guar gum except in the developed
countries.
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In other words, our Panama company would be ging into Europe
to sell the output from Pakistan, and I do not believe there is
place else in the world to sell guar gum except in the develop
countries.

I might state here that guar gum is a product of guar beans which
grow in a very arid chmate. They originated, in' India' and in
Pakistan,

During the war we, in cooperation with the Governmeant tried to
develop their growth and manufacture, their growth In Ariwna and
their manufacture in Minneapolis..

It never was a completely succesful o ion, and afterthe warthie Department of Agriculture introducX guar bean into Texas, and
they got to the point where there was considerable crop being grown
there, and so we built a plant down there. The output from that
plant is guar gum, which is a very technical type of product.

A Pakistani could not. sell guar gum because he does not know its
technical applications. It only canbe applied in mining, the flotation
process of separating ores and coating for papos, and so forth.

These are but a few of the examples of the unfairness anid inequities
of writing tax provisions which ignore corporate entities and attempt
to tax transactions, classes of income, or classes of taxpayers before
the income of the corporation i4 remitted to the owner as a dividend.
It would not be so serious if the results of enactment of these ty es of
provisions only affected us internally. Unfortunately, the result will
be to gradually reduce and eliminate our participation in international
trade.

I earlier suggested baeifits our country can, derive from foreign
business investment. I believe our country has a strong selfish inter-
ost in maintaining and expanding this investment, I also believe that
the countries in which our business investments are made will benefit
because their income and standards of living will be raised.

I believe it has been and always will be the position of each country
of the world that it has the right to tax income earned within its
bordcas. This is the policy of our country; however, the proposals in
tis bill represent a strong attempt to extend our taxing power into
other nations. I do not believe this is right.

I suggest and recommend that U.S. corporations be permitted to
bring dividends from foreign corporations into the United States free
from U.S. tax. I believe 7hat after foreign tax credits are applied
there is little U.S. tax left for U.S. corporations to pay on the div-
ideuds. We should be able to afford to exempt this small but impor-
tant wenmont of income from double taxation. It should suffice for
the U.S. Treasury to collect tax on foreign income as it id distributed
to shareholders of the U.S. parent companies. I would include in
such recommendation a provision to uard ainst the incorporated
pocketbook, of individuals and would gve te Secretary' authority,
which I believe he now has, to allocate Income back to a U.S. company
whoa there are clear cases of tax avoidancej For the few individuals
who still have sufficient money to make foreign investn~ents directly,
I would continue the present foreign tax credit provisions. , 7

It has been' stated that this bill ivll encourage, foreign investment
and ,wil! at lst temporarily help to solvG our international exchange
problems. i see only the opposite results from the propose!, :[ )
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lieve the adoption of the suggestion to exempt U.S. crporations from
U.S. tax on dividends from foreign corporations Would accomplish
both obectives and that the effect on international exchange would be
a continuing and not a temporary benefit.

SenaOrOuRts. Could I ask just one question ?
The CHAIRMAN. Yes.
Senator CuwRnis. Mr. Barker, aside from the obection to this that you

have raised and by this I mean the sections of the bill relating to for.
eign income,; do you think that in the overall, if the bill were eniete
and its impact reached upon our economy, that in the overall it would
substantially increase the revenue of the United States f

Mr. BARKER. No.
Senator Cumris. Do you think that it would increase the number of

jobs in the United States ?
Mr. BARKER. No.
Senator CUTms. That is all, Mr. Chairman.
The CHAIRMAN. Th
(The attachmerreferred to follow:)

E rrs or Uxra RSSuLTs Pzamx'ru sy ox 387

Section ,among otheroing, e iquidations un r seton 832 of
subsidiary companies 80 ntor mo own . Domestic co nies liquidated
under tion 882 are rmltte to pil.k up tht. rating Ioss trryover of the
subsidi company Operati losses "of a fo corporation not be picked
up. ere is only ne except to thika rule. If the is completely
worth and th ope -' t owner required ts of section
15( are met, then the loss Nw 4fy n orI ryedtin

S on867 alsoco'rers t Ire prope y to rotions cont Iled bythe
tra eror (ec era transfer grope such as tents to a
fore corporal on exc f07 stock ma requl by the Issloner
to pv a tax onhe t r. trfer r befo the fore enterprise
eta operator and e tho te Mcll is unkno the U.S.
tax yer may equi to pay a :tbi ' ave the privilege of g to earn
mon abroad ao rs becabt fthe. ture is unsuccewful n loss deduc-
tion permitIf

MM NTO ON SECTIoNS N, AND 2 OF THE ItaywuE AC Ir 1982

Sect 5.-This see taxes viden receivfl In proe at the fair
market We of the pI-orty receiv . Tw adv conditio can result from
this propo 1.

(1) me,to the U.S.Te ry may be reduced use the countries
Of Origihl likely tax the profit on the property b bted.

(2) U.S. payers will likely lose foreign tax it In whole or in part
on the tax on gain on the property d ution because the gain is
not a part of earns nd profits of the di corporation.

Section O.-Further comm
Arm's-length price is defined in such a restrictive that it is doubtful

any manufacturing company could qualify within the d n, This is because,
many manufacturers, sell their products to.distributors ont3 and not to other
manufacturers. The diptrlbutors generally perform a good share of the selling
function. I would assumne that an arm's-length price would be fair for U.S.
purposes if the domestic organization sold Pt -a price which included approxl-
mately the same margin of markup as was earned on domestic business after
reduction for such cost factors as further processing, packaging, sales, distribu-
tion, advertising, and transportation not required to be performed by the domestic
organlation. Such a gross margin approach to price is not peirmtted under
the rules. , - I I ,

It is amumed that foreign income taxes pald, by the foreign corporation on
the income located to the domestic .corporation wil! be alalable, to, the
dometic, corloratlon as A foreign tax credit. If this Is Intendpe4, to be e& ca"
then oltnatlong can exist wberO.a U.S. ,coPnpany bai'other loses In the foielgn
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country and when this Is the case the foreign tax will be lost. Additionally,
when the foreign corporation finally remits the earnings allocated to the U1.8.
company, the country In which the foreign corporation operates will ordinarily
withhold Income tax on the dividend remittance. The U.8. company may not
receive any tax credit for the tax withheld on the dividend because It will inot
necessarily have Income from the foreign country In that year and the Income
being remitted will have already been allocated to the U.S. company In a prior
year.

Section 11,---in section grosses up dividends to an amount equal to the
earnings before Income taxes.

Adoption of the gross tip provision will make the grossed up amount subject
to Income tax In the States of the United States.

Adoption of this type of policy means Income front foreign Investments will
always be subject to not less than a 52-percent tax, but In the countries of the
world where the tax rate (including the dividend withholding tax) exceeds
S2 percent, the U.8. taxpayer stands the excess. Under the policy proposed to
be abandoned U.S. taxpayers at least had a chance to earn some Income at
less than a 82-percent rate to average with those over 52 percent. If the policy
of the Government Ix to eliminate the slight advantage now permitted, it would
appear the reduced tax rate on Income of Western Hemisphere trade corporations
Is not justified. The Western Hemisphere reduced rate of tax Is a Justified
policy but the type of action here proposed places the rest of the world, to the
extent the tax rates of the non-Western Hemisphere countries are below 52 per-
eent, at a disadvantage for U.8. investment

edton fl.--LmIting the amount of Income which may be earned free from
U.8. tax by an Individual resident abroad.

Adoption of this type of limitation will cause those less developed countries
who now grant tax exemption to certain technicians to tax the Income of those
Individuals at high rates above the limits proposed.

It Is very unlikely that the U.S. Treasury will receive any tax revenue from
this amendment as the U.8. rates will apply to Income above the excluded
amount, whereas, In most cases, the tax of the foreign country (excluding
technicians exempt In some less developed countries) will apply to all the
earnings. This result will be especially true In those foreign countries with
graduated tax rates.

Adoption of this proposal will cause U.S. companies even greater trouble In
staffing their foreign operations with U.S. citizens as there are many areas
where 1.8. law considers certain payments as Income subject to tax, and the
foreign country has a rule exempting the Item or treating It differently. A few
examples are: furnished living facilities, education allowance for children,
moving expenses, and nonremittance of earnings.

The CVTAhMRAN. Mr. Teon 0. Stock, Peat, Merwick, Mithell &
Co.

Take a seat, Mr. Stock.

STATEMENT OF LEON 0. STOCK, OF PEAT, MARWIOK,
MOHELL & co.

Mr. S-cK. Mr. Chairman, my name is Leon 0. Stock. I appear
here as a representative of Peat, Marwick, Mitchell & Co.,.a nationalaccouttn firm. , I

Operating in our international practice, I am in a position to make
a number of observations about what would appear to be right and
wrong in this field of international taxation. I have approached
section 13 from three standpoints: First4 its prwticality; secondly, its
logic; and third, its moral , and I must confess that I find it defec-
tive on ill three counts,

We are told by many of our taxpayers that their reason in going
abroad is. not to minimize U.S. tax but to reach the marketplace,
to penetrate the foreign market. It is quite obvious that a company
which establishes a manufacturing subsidiary in, any of the Westemr
Eurcpean countries has very little tax to save. I
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I think it is only fair and proper that we test the good faith of
these taxpayers who go abroqil for the purpose of advancing their
business interests.

Therefore, I would find it unobjectionable to impose a tax, assum-
ing its constitutionality, on foreign income through the imputation
process, where foreign income is b6ing accumulated solely or primarily
for the sake of saving the shareholder from tax.

I would suggest that where oversea operations are plying their
funds for expansion or diversification, I would not impute the profits
In those instances. It is obvious that, if an American-controlled food
chin operating in Belgium competes against Belgian-owned food
chain, it is pure logic that the Belgian chain is going to be able to
expand more rapidly than the American, if the latter is required to
pay more tax.

from this standpoint, we can only hurt and d e the competitive
position of the American chain abroad.

Therefore, I would suggest that from a logical standpoint we
ought to stop trying to do the impossible, equating dissimiliars.

Now, it is perfectly obvious that a domestic corporation on the
one hand, and a foreign corporation on the other, are not similar
in nature. They fall into totally different business classifications.

However, equity maybe obtained by equal treatment of U.S. share-
holders who stand behind the domestic company as well as the foreign
company. Under current law the U.S. shareholder receiving a divi-
dend from his domestic company pays U.S. tax on that. dividend.
Likewise the same U.S. shareholder receiving dividends from a con-
trolled foreign corporation pays the same U.S. tax.

There is one area where equation is necessary. A domestic com-
pany which accumulates profits, for the purpose of saving the share-
holder from U.S. tax is faced with a penalty tax under section 531.

On the other hand, in this equation proposition, if your foreign
controlled company withholds dividends, merely to save the share-
holder from tax, in no circumstances,- because of jurisdictional ques-
tions, can we assert the 581 penalty tax against the foreign cor ora-
tion. In my humble judgment I think we would be justified in imput-
ing the unreasonably retained earnings to the U.S. shareholder to
eliminate this inequity.

Now I believe that the bill " far beyond the needs of the cose.
The bill would impute almost al foreign income to the U.S. share
holder. Interestingly enough, the"bill recognizes that a domestic
corporation and a foreign corporation are not similar by reason of
the fact that a domestic corporation is given the benefit of a loss carry
forward. The controlled foreign corporation is denied that same
benefit.

If the two are similar, why withhold the benefit in one case and
grant it in the other case? I think it is implied and recognized that
the two are not similar. They are dissimilars.

Now, from a moral standpoint, I think it is wrng to have encour-
aged many business people to go abroad, in the last a or 20 years into
Latin America, into the less developed countries, and now tell these
pope that -"if you liquidate these companies, you are going to be
denied capital gains treatment."
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That provides no choice but to liquidate these companies immedi-
ately before this bill becomes law, if it does become law.

In what way, in what manner are we amisting, enhancing tJie econ-
omy of less developed countries by making it almost imperative that
these people liquidate their foreign companies

Likewise let us consider tie case of lie European corporations,
controlled by American individuals. There may come a day when
these individuals wish to dispose of their stock. The gain will be
taxed at the ordinary individual rates, possibly up to 89 percent,
notwithstanding the tact that in many of these instances the foreign
corporation has paid 50 percent tax on its profits. The proposed law
provides no allowance, no tax credit, therefore, to the individual who
realizes through sale or liquidation the accumulated surplus, taxableat ordinary rates.

I think that is just immoral.
We have heard a great deal about the tax haven companies. I think

there is a tendency to look at some of the bad apples in the barrel, and
then classify all the apples therein as being bad. No reputable prac-
titioner has any sympathy for the sham corporation. I think we all
agiee on that.

The so-called tax haven company, is a company calculated to re-
duce, or minimize, U.S. taxation. This aim is not present in most
overseas operations. A point was made by one of the prior witnesses.
this morning, the typical case.

An American company has a Dutch manufacturing subsidiary which
is paying 47 to 48 percent of its profits in taxes. It is perfectly obvious
that if you impute the income of that Dutch sub to the American com.

ny there is going to be very little additional revenue to the United
tates because of the offsetting tax credit.
Now, the Dutch authorities as well as the other European authorities

permit the American oversea operation to establish a base trading or
sales com pany in Switzerland. The base company purchases from
the manufacturing sister company in Holland, at a price which gives
the Dutch company a fair manufacturing profit, subject to Dutch
taxation, with the approval of the Dutch authorities,

The profit thereafter realized by the Swiss sub is subject to taxation,
perhaps 10 percent. We have thus relieved the selling portion of the
overall profit from the Dutch tax of 48 percent and substituted a Swiss
tax of 10 percent. That represents a minimization of 88 percent.

Now, as the witness pointed out here this morning, when dividends
start flowing through those Swiss companies, they will carry with
them only a 10-percent tax foreign credit which means the UA. Gov-
ornment will met 42 percent thereon.

If we say tat these base companies are to be outlawed, the Ameri-
can company utilizing a Swiss company will have no alternative but to
dissolve these Swiss companies and do all manufacturing and selling
out of the Dutch company. 4 i

No private citizen will place himself in a position where he deliber-
4tlY iducs a foreign tax in order to enhance currently e U.S. tax.

Mow the Dutch authorities, the Belgian authorities, understand the
desire 1o minimize European tax in order to accelerate European &v-
pansion but they will not understand any minimization which is
designed to increase our revenue currently.
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We will have no alternative but to liquidate these Swiss sales com-
panies, in which event all our profits including our selling profits then
would be subject to the full Dutch tax of 48 percent, Just what
revenue will that produce for the United States I

Therefore, I would suggest, or submit, that if we fear or if we
believe that Americans are avoiding U.S. taxes, I say put them to the
test, put them to the same test as shareholders operating in domestic
companies.

Let's equate properly. If you are accumulating abroad and cannot
justify the retention of your profits by reference to business need, then
we ought to impute those earnings to the U.S. shareholders. If there
is need for those earnings for the purpose of expansion, for the pur-
pose of diversification as in the case of a domestic company, then we
ought not to impute the earnings.

Now to conclude, Mr. Chairman, I think the section 18 is almost
an indictment in itself. Its mere complexity leads one to wonder
why should a bill be that complex. There is something wrong with
anything that is as complex as section 13, and I think it is complex
because it starts off on the basis of factual misconceptions.

Thank you, sir.
The CHARMAt. Thank you, Mr. Stock
(The prepared statement of Mr. Stock follows:)

STATEMENT aY LEoiN 0. STooK, or PEAT, MAJWIOK, MTVJIELL & Co., on SxoIxon
18 or Rmvu AoT or 1062 (H.R. 10660)

My name Is Leon 0. Stock. I appear here as a representative of the account-
Ing firm of Peat, Marwick, Mitchell & Co. My presentation Is limited to section
13, relating to the taxation of the earnings of controlled foreign corporations to
their U.S. shareholders.
Vhat does eeoton 18 sek to aocomplish?
It would, subject to certain exceptions, impute-or attribute-each year the

earnings of a controlled foreign corporation to its U.S. shareholders whether
or not they had actually been remitted to them as dividends. The shareholders,
In turn, would be required to Include such earnings, pro rata, in their ederal
Income tax returns.
What is the stated jusltolo#to for seoios" i8?

Within Jurisdictional limitations, to place the earnings of a controlled foreign
corporation on the same tax footing as those of a domestic corporation, or the
foreign branch of a domestic corporatin. IThe Treasury believes that inability
of the United States to tax foreign earnings prior to distribution constitutes a
tax advantage for overseas operations which should be eliminated.
What is the u nderlyig philosophly of section 18t

Its position is that controlled foreign corporations should not be permitted
to accumulate their earnings rather than make distribution and thus enable
U.S. shareholders to avoid the payment of U.S. tax, Domestic corporations
accumulating earnings in oder to permit shareholders to avoid tax are subject
to penalty taxation under section 531 of the Internal Revenue Code. Since a pen.
alty tax cannot validly be assessed against the foreign earnings of a foreign
corporation, section 18 would impute such earnings to the U.S. shareholder who
is within'the taxing Jurisdiction of the United states.
Are the provisions ol section 18 oonisteW with its underlig philosophyt

The answer is "No."
SECrION lA Ltrr THU TRA9K

Before analyzing section 18 In detail, I should like to comment briefly on its
objectives and on the steps proposed to achieve them. I

Basically, I believe section 18 started in the right direction and then left the
track.
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It is easy to sympiathize with the bill's objective: to prevent controlled foreign
corporations from unneessarily accumulating earnings to prevent taxation of
its shareholders.

But It is difficult to accept the harmful discriminations against these com.
panies, and the blind refusal to approve the accumulation of earnings for well.
recognized and long-accepted business purposes.

The deadline on formation of controlled foreign corporations, which will be
taken up In detail later in this presentation, Is a case In point. So is the distinc.
tion between less developed and more developed countries In determining where
accumulated earnings may properly be channeled.

These are tangents which have so distorted the direction and complexion of
section 13 as to make It Insupportable.

And, basically, they are present because the bill seeks to do what cannot be
done--that Is, to equate dissimilars, In this case the domestic corporation and
the controlled foreign corporation.

CORPORATE DIWFERNCES

he basic fallacy of section 18 is that it unsuccessfully attempts within Juris-
dictional limits to place the foreign corporation In the same category as the
domestic corporation. This would be unobjectlopable If they both fell within
the sane business clasiflcation, but obviously they do not. The controlled
foreign corporation operating abroad compotes against the foreign-owned
corporation and not against the domestic corporation. As a foreign corporritlon
it pays the same taxes on its earnings as its foreign competitors. Tax parity
Is thus maintained, an equitable Ingredient of free competition.

If the controlled foreign corporation were equatable to the domestic business
organization, which It is not, section 13 would still be defective because of Its
failure to equate. The domestic corporation computes Its taxable earning only
after giving effect. to loss carrybacks and carryovers, whereas the earnings of
a controlled foreign corporation would be computed without the benefit of such
considerations. Various options available to the domestic corporation, such as
declining balance and sum.of-he-year's-digits methods of depreciation, would not
be available In cotuputing the earnings of the controlled foreign corporation.

SIIUrLARITns OF SHIAREHOLWR8

Section 18 seeks to tax the earnings of the controlled foreign corporation to
the U.S. stockholder as If he had received such earnings as it dividend. This
Is recognition of the inability of the United States to tax the controlled foreign
corporation directly. It suggests the general validity of equating the tax posi-
tions of U.S. shareholders of controlled foreign corporations and U.S., share-
holders of domestic corporations.

Thi Is precisely what the bill should confine itself to doing. Instead of
equating disslmIlars--domestle corporations and controlled foreign, corpora.
tions--secton 18 should follow through on equating similars, in this case U.S.
taxpayers, whether they own shares In foreign or domestic corporations.

The bill's approach to the objective of equating shareholders--imputing to
U.S. stockholders of foreign controlled corporations the accumulated Income it
cannot surtax in the same manner it surtaxes domestic corporations-is reason-
able. But this reasonableness breaks down under the glaring discriminations
against controlled foreign corporations to which we have already referred,

The reason for section 18's failure to live up to its promise ag'a good' bill iW
that its provisions are Inconsistent with its underlying philosophy. Consider
the following inadequacies:

SAMX STANDARDS SHOULD APPLY

It would seem fair and reasonable that the same standards used ia determin-
Ing whether a domestic corporation is Justified In withholding dividends should
also apply to the controlled foreign corporation. Airthermore, the same stand-
ards should be applileable Irrespective of when the foreign corporation is organ-
Ised. In these respects, section 18 Is defective.

Equal treatment would not be accorded to all controlled foreign corporations
under section 18, Discrimination would be exercised by imposing an arbitrary
date and providing different rules for controlled foreign corporations organized
before and after the deadline, Thus, the earnings of a controlled foreign cor
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poration, or of a foreign subsidiary of a controlled foreign corporation, organized
after December 81, 1062, would be imputed to the U.S. stockholders even though
Buch earnings are essential to and actually used In the operation. In similar
circumstances, the earnings of a controlled foreign corporation or its subsidiary,
organized and activated on or before December 81, 1962, would not be Imputed
to the U.S. stockholder. This represents an intolerable form of discrimination.

The post-1962 controlled foreign corporation would be placed in the same
category as the pre-1908 corporation-be entitled to equal treatment--after it
has been in operation under substantially the same majority ownership for 5
years. But during the 5-year period, it would occupy an obvious position of
competitive inferiority.

Section 18 provides that the earnings of the post-1962 controlled foreign corpora-
tion would not be attributed to the U.S. stockholders if invested in an active trade
or business In a less developed country. However, this does not effectively reduce
the discrimination; certainly not for corporations interested in operating in the
most profitable markets open to them.

The December 81, 1002, limitation is unreasonable and should be stricken from
the bill. Taxpayers similarly circumstanced are entitled to equal treatment
which this bill would deny.

ORDINARY AND NECESSARY

The earnings of controlled foreign corporations would not be taxed to the
U.S. stockholders if "ordinary and necessary" to the active conduct of the busi-
nems. Why the twe of these words in a statute aimed at taxing earnings un-
reasonably withheld from the stockholder? Why not the same well-tested
language used in section 531:

"The accumulated earnings tax imposed by section 531 shall apply to every
corporation * * * formed or availed of for the purpose of avoiding the income
tax with respect to its shareholders * 0 * by permitting earnings and profits
to accumulate instead of being divided or distributed * * *.

"* * * the fact that earnings and profits of a corporation are permitted to
accumulate beyond the reasonable needs of the business shall be determinative
of the purpose to avoid the income tax with respect to shareholders, unless the
corporation by the preponderance of the evidence, shall prove to the contrary."

The phrase "ordinary and necessary" is understandable when related to the
deductibility of business expenses, but is without precedent when used as a
criterion for determining the need for the retention of earnings in a business. It
can only be surmised that the phrase is aimed at restricting or narrowing the
types of business needs that would justify the nonattribution of earnings to the
U.S. shareholder. Thus, unless the need is immediate, it might well fail to
qualify as "ordinary and necessary" to the active conduct of the business.

It is suggested that the phrase "ordinary and necessary" be stricken In favor
of the language employed in section 031, appropriately modified, and the latter
used as the basis for determining Imputability.

QUALID BUSINESS

As previously indicated, the December 81, 1062, limitation should be eliminated
by simply deleting or redefining the term "qualified business." Under section
18, as It now stands, income would not be imputed to U.S. shareholders if the
earnings represented by money or property are ordinary and necessary for the
active conduct of a "qualified trade or business." A trade or business would
be qualified If carried on by the controlled corporation "while controlled by sub-
stantially the same U.S. persons since December 81, 1902, or during the 5-year
period ending with the close of the preceding taxable year * * *."

A qualified trade or business conducted by an 80 percent (or better) own.xI
subsidiary of the controlled foreign corporation would be treated as a qualified
trade or business of the controlled foreign corporation. However, here too the
business of the subsidiary would not qualify at the outset if established after
December 81, 1062. Thus, future earnings of a pre-1068 controlled foreign cor-
poration invested in an operating subsidiary established after December 81, 19m,
would be Imputed to the U.S. shareholders. The same result would obtain If an
operating branch were established by the controlled foreign corporation subse-
quent to 102, and the business of such branch were regarded as being different
from the pre-1968 business.
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The time limitation means that post-1902 diversification, and in many in.
stances expansion, would not qualify as reasonable business needs for the pur.
pose of determining imputability of foreign earnings.

GINOLM STANDARD r2 ME ASuCURNT OF nUVINFZ8 NZMe

Expansion as well as diversification are regarded as reasonable business needs
for the purpose of section 531, There would appear to be no valid reason to view
such needs as less worthy in the case of oversea operations. Anything other
than a single standard would neither serve the cause of tax equality or equality
of business opportunity. Accordingly, it is submitted that the criteria employed
in determining whether a domestic corporation is unreasonably accumulating
surplus should be made applicable to a controlled foreign corporation. Foreign
earnings accumulated to prevent the imposition of tax on U.S. shareholders
should be imputed to such shareholders. However, where they are related to
finance expansion or diversification, regardless of geographical location, they
should not be Imputed.

The distinction between developed and less-developed countries should be
eliminated from the bill. Penalizing the company that finds its impracticable or

remature to establish operations in a less-developed country would serve no use-
ri purpose. The provisions of the bill which recognize the employment of earn.
ings from a developed country to finance the expansion, diversification, or in.
auguration of business in a less-developed country, whether prior or subsequent
to December 81, 1902, as adequate reason for not imputing such earnings to the
U.S. shareholder, should be stricken from the bill. According preferential treat.
meant to investments In less-developed countries will not Increase the flow of
capital to such countries. Market conditions, not tax considerations, will deter.
mine the extent of such investments.

MMORN BASE COMPANY

The foreign base company, which would include the foreign export and import
company as well as the foreign base holding company, should also be given the
opportunity to expand or diversify in economically developed countries. How.
ever, the burden of proof should be more severe in determining the reasonable.
ness of accumulation by such companies. Thus, the mere fact that the company
is a foreign base company should be regarded as prima face evidence of the
purpose to avoid income tax with reject to its U.S. shareholders.

LOSS CARRYOVERS

Since, in appropriate circumstances, post-1002 earnings would be Imputed to
the U.S. shareholders, It would seen only fair to allow post, and even perhaps
pre-1902 losses, if any, to be carried forward and offset against such earnings
in determining the amount to be imputed. While prior losses might furnish
Justification for nonimputability, a loss carry-forward provision is needed for
those Instances where imputability would be proper notwithstanding prior losses.

Unlike section 518, which denies a loss carry-forward in computing net in-
come subject to the penalty surtax, Imputability to the U.S. shareholder under
the bill should not be regarded as penal in nature and earnings taxed to the U.S.
shareholder should accordingly be reduced by loss carry-overs.

RECAPITULATION

Section 18 heads in the right direction but unfortunately aborts in several
critical respects, so much so, in fact, as to almost make it a vicious instrument.
As now worded, it collides rather than responds to the factual premises on which
it Is or should be predicated. Let ts look at the facts:

1. American business has In the past and will continue in the future to estab-
lish oversea operations for only one reason-to more effectively penetrate a
developing consumers' market. Companies now overseas and those that will o
over, should be permitted to operate on competitive parity with foreign-owned
businesses. They should be permitted to expand and diversify as readily as their
foreign competitors. The tax liability of controlled overseas businesses should
accordingly be no more burdensome than that of foreign competitors prior to
the accomplishment of their business objectives. The business need to expand
and diversify free of competitive disabilities should be assured. Statutory dead-
lines and differentiation between developed and less-developed countries should,_
be elimfn.Ated.
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2. The statutory standards of sectloi 531 should be appUed in determiuing
whether overseas earnings have been retained to meet business needs or to per.
mit the avoidance of tax at the shareholder's level. In the latter instance, the
earnings should be imputed to the U.S. shareholder,

The CIIAIRMA;. The next witness is Mr. Adrian A. Kragen, profes-
sor of law of the University of California.

Take a seat, Mr. Kragen.
Mr. KazON. Thank you, Mr. Chairman.

.STATPEI T 0' ADRIAN A. IRAGEN, PROFESSOR OF L&W,
UNIV ITY OF CALIFORNIA, B, CALIF,

Mr. KRAOEN. I believe I should state at the outset that although in
this agenda I am identified as professor of law at the University of
California, I am not appearing before this committee in that capacity
but rather, although tie views and conclusions I am stating ar my
own, I am presenting them to this committee at the request of the
National Foreigni Trade Council.

I will discuss in the time allotted to me my opinion as to the consti-
tutional implications of section 13 and not as to the economics or other
policy involved.

These constitutional questions, I believe are raised because the
section proposes the attribution to certain U.S. shareholders in foreign
corporations of a pro rata share of the undistributed income of such
corporations. Thus we need to consider two basic questions:

Can Congress constitutionally provide for such attribution on one
of two theories: either the accretion theory that is the attribution of
the increase of worth to the shareholder, or on the constructive receipt
theory.

If we decide that undistributed income in the situation covered by
section 13 could be considered as constructively reived, the second
basic question appears, that is, is the ownership of more than 50 per-
cent of the shares of a foreign corporation by U.S. persons without
more legal justification for the including of a pro rata share of the
corporate income to any U.S. shareholder who has 10 percent or more
of the shares or of the value of all shares.

My views on these questions are discussed in some detail in a state-
ineit which I have filed with the committee.

This oral presentation will only summarize the views there ex-
pressed.

When we consider the first question, that is the taxing of income of a
corporation through its shareholders on the basis that the income of
the corporation may be imputed through the shareholders as an accre-
tion to its net worth we must consider whether realization is still an
esential'element in the determination of income for Federal'income
tax purposes. Thus we come again to the question of the present vi-
tality of the doctrine of realization as enunciated-by the Supreme
Court in the classic case of Eiper v. Macomber. .

I am certain that I need not discuss it this time the basis of that
very important decision.

Although the decision has been subjected t continuous at4ck by
the'Government, ' in my opinion, the ruling that the realization as
therein defined is required for inclusion in incomefor Federal income
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tax purposes is still the ruling which applies and is still the law of the
United states.

In examining te" cases which have considered this question I find
that despite Government efforts to get the Supreme Court to specifl-
cally overrule the . twrn case or to rule that realization is not essen-
tial to the recognition of income for income tax purposes, the Court
has not done so.

In fact, in those cases where the case itself demanded that Eisner v.
Macomber should be distinguished, the Court has specflcally indicated
the validity of the relizatlon rule and indicated that in the case then
beforethe Court the income had been realized.

The Treasury Department in its legal memorandum presented to
the Ilouse Ways and Means Committee appears to agree that the
Eiener doctrine has not been explicitly overruled, but considered that
there is a strong possibility that it would be overruled if a proper case
were presented.

They rely for this conclusion mainly on the cases of Helveiring v.
Bi uun and on Helveting v. Hort. rn my opinion neither of these
ca.ses justify the Treasury optimism.

The Bruin case involved the abandonment of a ong-terin lease,
bringing to the lessor a building which had a useful life-far less than
the original term of the lease. This, in my opinion, was an actual
receipt actual realization of something now, and the attachment of
the building to the land did not in any way make it the less a realiza-
tion of that physical asset. The Hon.'t case involved actual transfer
of bond coupons, an exercise of a power by a donor, which brought
him at that time, as the Court determined, economic satisfaction.

The Court in the Horst case holds that this ererolise of the power
constituted realization by the donor and was brought about by a
physical severance, not by some accretion or accession.

I do not believe the opinion gives any support to the Treasury view.
Therefore, it is my conclusion that there is nothing at this time

which justifies the contention that Congress can constitutionally in-
olude in income, for Federal income tax purposes, income, or rather
values, I should say, which have not been realized.

The second string to the Treasury bow is that section 13 of h.
1060 is justified on the ground that Congress can determine that
U.S. shareholders who have what the Treasury considers to be theo-
retical control over a corporation by reason of stock ownership, can
be considered as having constructively received their pro ata share of
the corporate income.

In essence, this involves in my mInd the actual, if not the theoretical,
disregarding of the corporation entity. The independence of the
bona-fide corporation from its shareholders.has long been a basic part
of our revenue laws as well as of our general laws, and the constitu-
tional status of that separation was affirmed in the Eirnt case,

It has been disregarded only in cases where the corporation had no
real substance and in my opinion there is no justification for its dis-
regard in the broad sweep which is contained in section 18 of the bill
before this committee.

The Treasury considers that these sections do not disregard the cor-.
porate entity but rather that they set up a conclusive presumption
that the shareholder could have received" the income and, therefore,
should be considered as having constructively received it.

3040
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It relies as authority for tile validity of this presumption on the
foreign personal holding company provisions of trio Internal Revenue
('ode,

In the limited time available to me, I cannot go into the decisions in
the detail which I have in the written memorandum. I can only note
that there is no decision which in my opinion sustains these sections
as against constitutional attack on the basis of the due process clause.
And further, I believe that the premise on which the Treasury con-
tended that these sections were constitutionally valid is an important
factor for consideration here because it was the promise that tliere
was widespread flagrant violation or evasion of the revenue laws.
Wlieu we look at the report of the House Ways and Means Commit-
tee and the provisions of section 13 of the present bill, it certainly
cannot be sall that for a major portion of tlie corporations involved
this aspect is present.

Whether or not there is legal justification, if there is widespread
evasion, seems to me an unanswered question. I have grave doNbts on
that ground, and I don't think it has been answered by the Eder
case or any other case that has been decided by circuit courts, and has
not been considered by the Supreme Court.

It is my opinion that there is a very real doubt as to the constitu-
tionality of a provision which would compel the disregard of the
entity of a bona fide operating corporation where no substantial ele-
itment of deliberate tax evasion is present.

If we presume that the shareholder has received income merely by
reason of the fact of shareholding it is my opinion we are violating
a basic prohibition enunciated by the Supreme Court against taxing
the income of one entity to another. I- do not believe that in the
situation involved here we can properly disregard the corporate en-
tity and if we do not disregard the corporate entity we have a long
tradition, constitutional and statutory, which treats the corporate en-
tity as completely independent from its shareholders; that is, as two
inlepondent individuals, as far as our revenue laws are concerned.

If we assume, however, simply for the purposes of this discussion
that ownership of shares of a bona fide corporation can in a proper
instance be considered as the equivalent of unimpeded command of its
income, we must face the question whether section 18 sets forth an
aprop rate criterion.

Under the proposal of a 10-percent shareholder of a foreign cor-
pon11tion over 50 percent of whose shares or value of shares is owned
by U.S. persons is subject to the attribution of income.

The Treasury contends that this is control, even though it would
allow the attribution of corporate Income to a 10-percent shaleholder
who has no relationship, family or otherwise, to the other share-
holders, no representation on the board of directors of the corpora-
tion, and no possibility of exercising any control over the policies of
the corporation, It would attribute income to such shareholder even
though the laws of the country in which the corporation was organ-
ized precluded any actual distribution to the shareholders,

The Treasury relies for its authority on this point on cases involv-
ing the regulatory provisions of the Securitids and Exchange Act and
the Public Utilities Holding Company Act. I do not believe these
decisions are pertinent here. It is an entirely different thing to regu-

8210--2-pt. 7-18
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late privileges which are allowed to taxpayers from taxing income of
one taxpayer to another. I do not think that in any case this type of
imputedcontrol has been applied to the revenue laws.

In fact, the cases which I have found under the tax laws of the
United States which have disregarded the corporate entity and taxed
income to shareholders, are caiss where there was actual command of
income, actual operation of the corporation in every respect, as if it
were the alter ego of the shareholder. The fact that. we have a 10-
percent sharehold er who was an American and that other Americans,
who may number one or a thousand, hold over 40 percent of the shares,
appears to me to be a completely fllogial and improper basis for a
conclusion that such 10-percent shareholder has that actual command
of income which under the Treasury's own regulations is necessary for
tile operation of the doctrine of constructive receipt. I believe it is
constitutionally necessary that we should have that actual command.

It should make no diference whether U.S. persons other than a 10-
percent shareholder, if the Treasury is correct in its theory, hold 41
percent or 6 percent, if we are going to presume that 10 percent is
control for attribution of income purposes. Tile only purpose of the
requirement that U.S. persons hold a majority of the shares would
seem to be to give some semblance of actual control. Upon analysis, I
believe it is clear, that this does not give support sufficient to justify
the attribution provision.

I agree with the position that very reasonable and legal effort
should be made to prevent the use of foreign countries as tax havens
for non-bona fide operating companies butI do not believe we should
or that it is necessary to )enalize shareholders of a bona ide operating
company in order to achieve this purpose and as I have stated in my
opinion, there is serious constitutional doubt as to our right to do so.

Than you.
The CAINI i,\N. Thank you very much, Mr, KM agOn.
(The prepared statement of Mr. Kragen follows:)

STAThMENI, OF ADRIAN A. KRAoGN, PROFESSOR or LAW, BRILCY, CALIF., ON
BEHALF oF NATIONAL FoRMoN TRADE COUNCIL, INO.

The President's tax program relative to the income of foreign corporations
which originally was directed at the twofold purpose of strengthening the bal-
anc-of.payinents position of the United States and eliminating the use of tax
havens (Hearings Before the Committee on Ways and Means, House of Repre.
sentatives, 87th Cong., lot sess., p. 84)1 has in the Revenue Act of 1902 been
narrowed In H.L, 10050 to what purports to be an elimination of the use of tax
havens (Co staff explanation, p. 58). I therefore consider It unnecessary
to comment in this discussion on the validity of the arguments in the Treasury
memorandum of 3une 10, 1061 (Hearings, p. 818, commencing at p. 818), that
the proposed legislation is constitutionally defensible under article I, section
8, clause 8, of the Constitution on the ground that a major purpose of the legs.
lation is to adjust the balance of international payments,

The proposals relative to the foreign corporation which are now before this
committee raise certain basic but individually independent questions which I
would like to comment on in this opinion. These questions are:

A. Can undistributed corporate profits which are not actually received by a
taxpayer-shareholder be considered as income to such taxpayer for U.S. income
tax purposes on-.

(1) the theory that accretion without more is income?
(2) the theory of constructive receipt?

I Hereinafter referred to as "Hearings."
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B. Is ownership by U.S. shareholders of more than 50 percent of the shares

of a foreign corporation legal Justificitlon for the treatment of the pro rata share
of undistributed corporate Income as constructively received by each of the
1.8. shareholders holding 10 percent or more of the shares?
A.(I) Acorotioh

The answer to the question A(1) is fundamental to the entire consideration
of the validity of the legislation. In the event that an accretion to wealth In
and of Itself can be considered as Income for U.S. income tax purposes, we would
only ieed to consider whether the proposal to measure an income tax by such
aicretion accorded the taxpayer due process of law. In essence this Is the
imicl considered and discussed question of whether "realization" is necessary iI
order to have "Income" within the meaning of that word in the 10th amend-
oient of the U.S. Constitution. Tho Treasury memorandum discusses this matter
at some length, and comes to the conclusion that there is a strong Ixssibility that
the Supreme Court would, If faced with the direct Issue, override the "realiza-
tion doctrine" as expressed In Eisner v. Macomber (1020) 2.52 U.S. 189. My ex-
anination of the decisions has led me to doubt the validity of this conclusion.

The focal l)oint for any discussion of tht doetrine of realization Is the classic
Eisner v. Macomber case. In that ease, the Court defined income as (p. 207) :it$* * * the gain derived from capital, from labor, or from both combined,'
liroviled It be understood to Include profit gained through it sale or conversion
(if capital assets * * *

so* * * Here we have the essential matter: not a gain aceruling to capital, not
a growth or increenict of value in the Investment; but a gain, a profit, something
of exchangeable value proceedig from the property, severed from the cailital
however Invested or employed, and coming in, being 'derftied,' that Is, received
or draims by the recipient (the taxpayer) for his separate use, benefit, and his-

osal ;-that Is Income derived from lroplerty. Nothing else answers the de-
scription." rI,'ninllsiq added.*I

In lisner' v. Macom ber there was, in my opinion, a clear and unequivocal
statement that Iticio (i it corporations could not be taxed to the shareholder
without a recellt of that income by the sha reholder, i.e., that realization lit
some imeasure Is essential to the definition of income for Federal income, tax
Iurposes.

The Trensury over a long lhwriod has attacked thait concept and has consistently
urged the overruling of Misner v. Maconiber. Despite such urging the Supreme
oilt of the United States ias never seen fit to overrule the fundamental doc-

trine enincliated In the case, In fact, even where the Court has distinguished
)i'sner v. Maconiber, it has actually or impliedly recognized the continuing
validity of the definition Insofar as realization Is concerned. Thus, In Coisi-
dloiir v. Glonshato Glas# Co, (1055) 848 U.S. 420, the Court tn distinguishing
EAi8ner v. Macombcr stated (pp. 430-431) :

$I* * * The Court wits there endeavoring to determine whether the distribu-
tion of a corporate stock dividend constituted a realized gain to the shareholder,
or changed 'only the form, not the essence,' of his capital Investment. Id., at
210. It was hold that the taxpayer had 'receivcd nothing out of the company's
assets for his separate uIse and benefit.'* * *

"llere we have instances of uindeniable accesslons to wealth, elcarly realized,
and over which tho taxrpayers have complete dominionl" miftlmhasts added.1

I llHelvvering v. (lrifliths (1048) 818 U.S. 871, the court specifleally declined to
rule on the question and the Treasury Department finds comfort In this negative
determination, However, the pronouncement quoted above from Gl shaio
Mlss appears to me clearly to set forth the present vitality of the realization
rule of Minsnr v. Macomber.

Hiclverng v, Brunii (1040) 809 U.S. 401, Is used by the Treasury Department
and some legal scholars as a harbinger of the demise of the realization require-
huent for Income Inclusion. It Is my opinion that the Bratin case (toes not dero.
ate from the basic doctrine enunciated In Risicr' v. Macomber. In Briite. there

was nn actual realization In the receipt by the taxpayer of something of netual
value. Prior to the cancellation of the lease, all that the lessor had was a fee
fit land. The building on that land, having a useful life less than the life of
the lease, was for the purposes of the lessor nonexlptent, When the lease was
canceled, It resulted In the receipt by the lessor of d building with a then value
In excess of $50,000. This was a clear, realization of something new which
constitute Income under the lsner v. Maoomber definition. It was property

separate and apart from the land itself whether or not it was practical at the
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mottent to sever It physically. Nowheris II the Bruutn opinion is there any Imdl.
'tion thatt the reiiiztlol lest h4 abaniidone(d or even weatkecel (see Ro(,liner

S: it-ehner, "Riealizatlon : Adinl.s4trative (!'onvenleuve or ('Onstitutional Require.
itmit?" .( Tax 14. Rev. (15)- 173),

The Treasury In Its memorandum while conceding that the "question of the
need for the realization of the Income has not yet been squarely met by the
Court" (p. 315, House 1learings) relies on Jleiverng v. Horet (1040) 311 U.S.
112 as another Indicia of the loss of vitality of Eisner v. Macomber. In my
opinion the Hlorst case strengthens rather than weakens the requirement of
realization. The Court throughout its opinion emphasizes the necessity for
realization and for something more titan mere enhancement in value of a capital
asset hold by the taxpayer. It simply recognizes that the actual exercise of
the power to dispose of a right to income Is in Itself a realization even though
the tangible receipt of the income is by another. It nowhere Indicates that mere
accretion In value Is realization or that the power to dispose of a right to income
is the equivalent of the exercise of that power.

My examination of the decisions of the Supreme Court of the United States has
resulted in tny opinion that Eisner v. Maota bor Is still the controlling authority
on the Issue of the necessity for realization for the purpose of the determination
of incone under our Income tax laws. Therefore, I must conclude that an
attempt to tax a shareholder in general on the undistributed profits of the corpo.
ration on the theory of accretion is of very dubious constitutionality under article
1, section 2, clause 3, and article 1, section 9, clause 4.'
i. (8) Constructlivo receipt

tPhe Treasury Department attempts to support the proposed legislation upon
the ground that it will tax Income which can be considered as constructively
received by the shareholder.

Since 1871' Congress with certain exceptionsI has levied a tax upon the
itiCs(oin of corporations at the corporate level and has treated the shareholders
is Separate and distinct from the corporate entity. Since 1021, the only leglsla.
tiln imiilng a colpuIlsory tax ott the shareholders of a corporation based ol
a i)rorat share of corporatee Income, whether distributed or not, Is the Forelgn
IPersoimi loldinig Conpany Act.

Ti 'I'rcasitry Departmlnt relies on these provisions as a precedent for the
present proposal. In lily opillon there is no Authority specifically supporting
the oi.stltitlttomility of the foreign l)ersonal holding coillpany provisions. Even
if there werv such authority, I do not believe It could be considered as controlling
In regard to the present statutory proposal.

I httve found four ua,es which consider the foreign personal holding company
lii,,vi"hiis. lit two (if these, Alvord v. C.I.R. (4 Cir. 1160) 277 V. 2d 713 and
.1/or, iau( v. O.1.1?. (4 Cir. 1953) 205 F. 2( 3M5, no constitutional issue appears
to hove bveit raisd or discussed. In one, Roducy v. Ilocy (S.D.N.Y. 1044)
113 F,. Sulpp. (104, the plaintiff apparently argued that it was unconstitutional to
tax constructive receipt of Income without discussing the question of realization
nod the court reecied the contention merely by eittlg Rder v. 0onnnlasloncr of
Internal fteveiiuo (2 Cir. 1013) 138 F. 2d 27. The IBder case discusses the con.
stititttlomility lit a mingle sentence. Actually the only allegation of unconstitu.
titallity raised by the Ilaintiff was on tile ground that the Inability to distribute
In dolhirs due to blockage rules precluded taxnbility. The constitutionality of
the foreign personal holding company provisions was not presented to the court.
This decision cannot be considered to be a definitive ullolding of tite statute
%'veni by the circuit court. The .'der cite was not taken to the Supreme Court

probably biecaitse otn remand the Tax Court valued the blocked pesos at about
one-half of the amount determined by the Comuisioner.

*Pollock v. Former's Loan 4 Trust 0o. (1895), 158 7.8. 0ol.
'The Civil War Revenue Acts taxed the shaeholder on corporate profits whether dis

tribitted or not. dolleclor v, Hubbarn(1j_70), 70 ,. 1, sustained t is legislation without
passing upon its constitutionalitv r .er Y. Macomber, supra, the supreme Court
stated (pp. 218-219) that tie Hubbard case had een overruled,

4'The Revenue Act aof 1913 1910, 1911, and 1918 leved a tax on shareholders measured
by their prorata share of undlstributed corpor te profits In the case of personall service
corporations" and when corporate income ha5,%een accumulated In order to avoid taxt,
In 1921, Congress doubtlaUthe constltutionality of hIs rocedure, lied the tax in the
corporation (see Ways and ean? Committee Report No.5 80 0th Con.,j let seas., p. 18
senate Finance Report No. 275, oth Cong,, lst sess., pp. 10-it).
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All of the cases involving the foreign personal holding company sections dis-
cuss the purpose of the legislation, that is, the closing of a loophole that al-
lowed the widespread evasion of Income taxes by the device of the "incorporated
pocketbook." The section did not purport to and was not intended to cover
bonn fide operating companies engaged In the sale of goods.

The presence of the tax evasion factor in the enactment of the foreign per.
sonal holding comlmny provisions Is clear from the legislative history. It is
also clear that this tax evasion factor was the major argument of the Treasury
Department against the contention of constitutional Invalidity. For example,
Arthur H. Kent, then General Counsel of the Treasury, testified before the House
Committee on Ways and Means, House of Representatives, 75th Congress; Aug-
ust 9 and 10, 1087, p. 76), as follows:

"Mr. RED. Have you considered the constitutional question involved?
"Mr. KENT. We have given a good deal of thought to that, Mr. Reed, and we

believe that If the courts appreciate, as they well do If the facts are properly
presented to them, that this does not represent any attempt to avoid In any
general way the princlpjles laid down In past decisions, but Is simply a bona fide
effort by the Congress of the United States to prevent Its citizens, residents of
this country, from resorting to foreign lws to beat our taxes, that It will be
sustained.

".r, 11EF.D. In view of previous decisions of the courts in relation to the tax
on Incomes and the tax on capital?

"Mr. KENT, If those decisions were applied according to their letter, the plan
might fall. Hut the courts have always shown a quite different attitude where
you are dealing with a tax evasion situation and this situation can hardly be
described In any other way" (testimony of Arthur 1. Kent, General Counsel of
the Treasury before Joint Committee on Tax Evasion and Avoidance, 75th Cong.,
hearings Aug, 9 and 10, 1037, p. 70).

Although the protection of the revenues against tax evasion has not been de-
termined by the Supreme Court to be an adequate Justification for the taxing
(f corporate income to the shareholders, the present proposal does not purport
to rely for important provisions on the presence of widespread or flagrant tax
evasion. The committee report on H.R. 10050 states that certain tvpes of income,
namely, foreign corporate Income from the Insurance of American risks and
Income front patents, copyrights, etc., developed In the United States have tax
avoidance aspects but the committee report equally Indicates that income of
foreign corporations from other sources does not fall within that category.
however, it determines that such income should be taxed to American share-
hiolders unless used in certain ways, one of which Is "in accord with the policy
enunciated by the President," i.e., invested in business in less-developed countries.
Even if we assume that widespread tax evasion would Justify the action proposed,
this premise is not available in relation to shareholders of bona fide operating
corporations whose Income Is from activities falling outside those classified in
the tax evasion category by the Ways and Means Committee.

The doctrine that the corporate entity Is an entity distinct and apart from
that of Its shareholders is one of long standing in Anglo-American law and in
our revenue system. The Supreme Court in Eisaner v. Macomber placed this
doctrine on a constitutional footing when it stated that the income of a corpora.
tion was not income to a shareholder within the meaning of that term in the
10th amendment. The court stated (p. 210) :

"* * * the amendment [16th amendment] applies to Income only, and what Is
called the stockholder's share in the accumulated profits of the company Is
capital, not Income. As we have pointed out, it stockholder has no Individual
share In accumulated profits, nor in any particular part of the assets of the
corporation, prior to dividend declared.,

The Supreme Court has Indicated that this constitutional prohibition does
not exist when the corporate entity Is not a real entity, when the corporate entity
is in effect a mere form without substance. Thus, in Mollte Properties v. Comnm'r.
(1048) 810 U.S. 480, the Supreme Court stated (p. 488-480):

"The doctrine of corporate entity fills a useful purpose in business life.
Whether the purpose be to gain an advantage under the law of the State of
Incorporation or to avoid or to comply with the demands of creditors or to serve

a ee, e.g., X1e1 v. Board @1 Suprtdore (1980), 282 US. 19. 24: Burnet v. ('ommon.
soealg. Im o (082), 287 US 415; New lolotaI Ioe C7o. v. Ieli'ering (1984), 202 U.S.
485 442: Nafloso i arbide C orp. v. Oommtaeton r (1949), 880 U.S, 422.

he@ also, e.g., Lvnch v. ornobV (1918), 247U.8. 880, 844.
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the creator's personal or undisclosed convenience, so long as that purpose is the
equivalent of business activity or is followed by the carrying on of business by
the corporation, the corporation remains a separate taxable entitley. * * *

"In general, in matters relating to the revenue, the corporate form may be
disregarded whore it Is a sham or unreal. In such situations the form is a bald
and mischievous fiction" I [emphasis added].

In 1939, a distinguished committee established by the National Tax Association
to study the taxation of domestic corporations concluded that application of the
partnership method of taxation to a corporation whereby the shareholders
would be required to include In their income the undistributed corporate profits
would probably require an amendment to the Constitution (1939 procee(lings of
the National Tax Association, pp. 534, 548).'

The Treasury memorandumt takes the p(mition that when the U.H. shareholders
of a foreign corporation have such power over the corporate Income that they cal
either distribute it to themselves In the form of dividends or use It for their
benefit, the corporate entity imay be disregarded for tax propose$ without regard
to whether that entity is bona fide or Is "sham iand unreal." The Treasury
believes that this Is a theory of constructive receipt and that BIiner v. Macombcr
would be no bar to its utilization,

I would submit that this position Is by no means clearly correct and that there
Is it merlol) (nistithtional question under the Jth amenment In a situation
where the shareholders InI a bona flde operating corporation have tile actual
powtr over the Income unless and until the Supreme Court overturns llnler v.

If, however, wo assume that In such a situation Eisner v, Alacomber does not
constitute t bar, we still must fid, as the Treasury momorandum recognizes, n
actual command of Income In order to avoid the consitutional doctrine of due
process of law to the effect that A cannot be taxed on the Income of D.'

B. 10-percent shareholder-.41.percat majority
The Trensury relied in its presentation on the proposition that the Income of

a "controlled corporation" could be considered for Federal Income tax purposes
as constructively received by Its shareholders. The provisions of section 13 of
1.R. 10050 implement this contentin. It proposes to tax any U.S. shareholder
who holds 10 percent or more of the, voting sto*k or of the total value of the
shares of a foreign corporation over 60 percent of whose voting stock is owned
by U. . persons. (In regard to "foreign base company Income" as defined in
sec. 952(d), the requirement is that five or fewer U.S. persons own more than
50 Itercent of the voting power.) 1'

The Treasury memorandum, written In support of the original proposal that
a 10-percent share Interest would be sufficient "control" to support a legislative
determination that income was constructively received by the shareholder,
relied on a group of cases under the Securities and Exchange Act and the Public
Utility Rolding Company Act. These authorities are not pertinent to the present
situation, We are dealing In the area of taxation with a constitutional defln.
tion of Income enunciated by the Supreme Court and with the npparently
established right of the taxpayer under the due process clause of the Constit.-
tion. to be free from compulsory taxation on that which is not and cannot be
obtained or enjoyed by him. Whether the shareholder has sufficient "control"
to he an "Insider" for the purposes of the Securities and Exchange Act or has

I Reel enerali, Cleary, "The Corporate 1Entitr In Tax Cases," 1 Tax . Rov. (1945) 8
Case. ' Disregard of th, Corporate Entity and federall Taxation, the Modern Approach,'B%0 k L. o, y 44). 308. r

see also, 1,4. 9 rate Personality In Income Taxation" 84 larr. L.. R V,
(1020). a. 580v ct.j Land o-,S5 ry atme v. 0omm sIeoner ol InterMo! Rev. (4 Cir. 1t5-).
249 P. 2 726, 781.

'See Hooper v. T" oommisslon (1981), 284 U.S. 200; Ileleer v. Donan (1032), 288
U.S.312, 8-827.

"*The original Treasury proposal attributed the Income of foreign corporatlons to
American shareholders with respect to corporations in existence prior to the passage of
the bill only' If there were 10 or fewer shareholders who ownett more than 50 percent of
the corporate shares. With respect to co rprations established after the 1i1, any Amern.
can shareholder who owned 10 percent of trh shares, whether or not the majority of tgo
shares were leld by American shareholders, was taxable on his pro rata share of the
undistributed profits. The second Treaaur draft eliminated the distinetlop bet een tor-
porations In existence on the date of the bill's enactment and those to be se up thereafter
and attributed the Income or foreign corporations to American shareholders only when 6
or fewer American shareholders owned 60 percent or more of the total corporate shares.
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sufficient "control" to be considered as falling within the reach of the Public
Utility Holding Company Act" is not relevant in the instant situation where
established specific constitutional questions must be resolved.
In the cases decided since Oollcotor v. Hubbard, supra, which have determined

that the corporate entity should be disregarded and corporate Income attributed
for tax purposes to the shareholders, there was no doubt that actual comnmand
of the corporate income existed in the shareholdors."3

This actual command of tile income is the essence of the Treasury's own regu-
lation on constructive receipt of income (regulation 1-452,2 (a)), However, tile
provisions of section 13 of HR. 10050 would allow tile taxation of income to share-
holders who had no connand of the income and no possibility of acquiring
actual control of it. Under th provisions of section 13, a shareholder who
owned 10 perc-ent of the voting power" of a foreign corporation and who had
no relationship with the other shareholders, no representation on its board of
directors and no actual power to determine Its policies would be considered to
have constructively received Income of the corporation which as a matter of
actual fact he might never receive or have command over. Further, this attribu.
tion might occur even though the corporation could not have distributed the
Income to Its shareholders by reason of the law of the country of Its organiza-
tion. Tite fact that the shareholder happened to be an American and that 51
percent of the total corljmrate shares were held by Americans is hardly a sufB-
clent basis upon which to conclude that he had actual control over the corporate
income. It cannot be logically reasoned that the remaining American share.
holders were subject to his domination and control as if they were members of
his family for It Is manifest that shareholders who possess only a common
nationality do not have the same common economic interests as do members of
a natural family group. With respect to the 10-1wecent American shareholder,
there Is, in my view, no difference between a situation where 41 Iercent of a 51-
percent American majority Is in the hands of unrelated Americans and one
where all the shares other than his 10 percent are in tile hands of foreign
shareholders. Tie requirement of a 51.percent majority by American share.
holders appears to have been inserted in tile bill In order to arrive at a more
satisfactory definition of an actual control situation, Upon close analysis it will
be seen that this provision adds nothing.

The attribution of the income of a bona fide operating corporation as pro.
vided in section 13 of 11.11. 10050 would appear to attribute the income of A to B
in violation of constitutional principles discussed hereinabove.

Should the present bill be changed and limited to foreign corporations with a
small group of American shareholders, there is further question In my opinion as
to the constitutionality under the fifth amendment to the U.S. Constitution of
the application of this special treatment to the shareholders of one class of bona
tide corporations, Congress admittedly has a broad discretion when it engages
in classification under the taxation power. We are dealing here, however, In
the main with bona fide foreign corporations that are being singled out for
scial treatment solely because they cannot be Jurisdictionally taxed by the

united Sates. These words of tile Supreme Court with reference to the power
of classification are appropriate:

"There are, however, limits to the power of Congress to create a fictitious status
under the guise of a supposed necessity" (Helvoring v. Ofty Batik o. (1M3)
200 U.S. 85, 02).

I The presumption in that act i prima faee only. See Xlectrio Bond 4 Share Oo. v.
S.H.Q. (2 Cir. 13.), 02 P. 2d 080, 500 affirmed (103B), 80 a U.S. 410.a see e. ., Ma V. ofmmisslener eV Internael Revenue (4 Cit. 1044)t 145i P. 2d 1001,

cert orar den ed 1 4 124 U 8 .80 (sole sto kholder l , Oom m isslo er of internaltR e e .
ue v. Smith (2 Ir, 10 166 F. 24 550 (Role stockholder) Paul Plun.ett A Co. (1040)0

42 8TA 464 (sole stockholder) ; 0. M.Jaes on (1980), M T.A. 08t Kae arenohn Co,
Ltd (108.) 85 B.T.A. 040 (sole stockholder), of. Advance Miahinery each. v. oemmfe.
sbner o 1A. Rev. (2 Cit. 1052), 100 F. 2d 100 (cot ration had actual control over the
income of two other corporations and a partnership) , atoe Construction Compa n (1001),
85 TC. 11t2 (corporation had actual control over the income of other mu Op
entitle) unaoso .8. Line v. C omAlSloner ol lst. Rev. (2 Cir. 1035), 7 P 2d 840 (sOlo
stockholder): Southern Pgljlo o. v. Loewe (118), 247. U.8. 880 (Role stockholder) ; tll
Oil Oorp. v. Leoetiys (1018), 248 U.S. 71 (sole stockholder except for Ualifying shares)
A¢a tio Petroleum Uo.V. Coinmtissioner oit. Rev., 2 Citr. (1 ) 70 TO 2d 234, certiorari
denied (1935 )200 U.. 045 (corPoration had actual control over I neomne realized by sister
subsidiary) rev. Ruie 54-006, .1. 1054-2, 51.I ,A shareholder who had no voting power but owned shares valued at 10 percent of the
total share value would have income attributed to him under section 18.
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This memorandum Indicates at least In my opinion that there are serious
doubts as to the validity under the Constitution of the basic provisions of
section 13 of H.R. 10650. The testimony before the House Ways and Means
Committee and, I assume, before this committee Indicates considerable differ.
ence of opinion as to the efficacy of this legislation to meet the problem, it one
exists. In other sections of the bill, H.R, 10050 has taken steps to tighten up
the tax treatment given to Income from foreign sources and to preclude the use
of devices to attribute improperly Income to foreign sources. The bill also pro.
vides for the Treasury request for more extensive reporting requirements with
respect to certain foreign corporations. These new weapons In the hands of
the Treasury may enable it to meet adequately the problem to which Its request
is directed without plunging Into the doubtful and exceedingly controversial area
of the attribution to shareholders of the income of bona ide operating eor-
porations organized under the laws of foreign countries.

The CIrRnMxr. The next witness will be Mr. G, Kenneth Crowell
of the American Paper& Pulp Associat io1.

Mr. Crowell, if you will take a sent, sir, and proceed.

STATEMENT OF G. KENNETH CROWELL, EXECUTIVE VICE PRESI-
DENT AND A DIRECTOR OF KIMBERLY-CLARK CORP,, IN BEHALF
OF THE AMERICAN PAPER & PULP ASSOCIATION

Mr. CRow ELL. Mr. Chairman, it may well be welcome news to you
that my formal statement is exceedingly short.

My name is G. Kenneth Crowell. I am executive vice president
and a director of Kimberly-Clark Corp., of Wi.consin,

I a1 lppearilig today in behalf of tile American Palper & Pulp
Association, which is the overall national association of the paperand pulp industry .

Appearing witl me ou my right is Mr. George Boyd, Jr., eouuse]
for tile association.

My own company, Kimiberlv-Clark Corp., manufactures and dis-
tribites; both here and abroad; a variety of paper and paper products
for industrial and commercial uses.

We employ in all about 91,000 people here and abroad and maintain
plants in over 20 U.S. locations ana in 8 foreign countries.

Kimberly-lark has more than 20,000 shareholders residing in all
of the 50 States and in many foreign countries. .%

Last year I appeared for my company before the House Ways and
Means Committee in opposition to the Preident's proposals 1 or the
taxation of foreign income, and also endorsed a Ikie statement pie-
sented to the committee on behalf of the Amelican Paper & Ptlp
Association by Mr. Boyd,

I submit that this association and its members have a substantial
stake, by any standard, in the sale of paper products abroad" Th iry.
five companies in the paper and pulp industry have built 111) tlei In.-
vestment over a period of years to close to $900 million in foreign
operating subsidiaries and affiliates in 80 foreign countries. Exports
of our domestic paper and pulp industry in thelast 3 years alone-have
amounted to more than $1100 million. 'We are greatly concerned
with certain features of R . 10650 which would drastca lly change
the rules with respect to the taxation of foreign source income. It is
with that portion of the bill that my remarks today are concerned.

For the past several months, the President has been es)ousing freer
trade through a bold new approach to the matter of tariffs a d tr tde.
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Our industry has also been supporting this view, and appeared before
the House Ways and Means Committee in March at the hearing on
H.R. 9000 (the Trade Expansion Act of 1962), and advocated that the
President should be given the power to negotiate with the Common
Market u pon a basis which would assure tle industry a mutual re-
duction of tariffs, in arriving at Identical tariffs for the Common
Market group and for the industry, item by item.

It seems to us that section 18 of H.R. 10650 would have the practi-
cal effect of destroying competitive praticipation by American enter-
I r se in world trade at. the very tune tile President is urging the
Congress to grant new tariff cutting authority to the Chief Executive.
We submit tlat section 13 is completely inconsistent with the broad
objectives of the Trade Expansion Act for the liberalization of inter-
national trade. That measure is designed to insure American indus-
try the right to meet foreign competition on a basis of equality and
to promote exports. The long-range effect of H.R. 10650, we submit,
would be exactly the opposite.

Since the end of World War II, the expansion of American business
In world markets has been universally accepted as essential to the.
security and survival of the free world. "Trade, not, Aid" has been
tile consistent. policy. during this entire period.

We are experiencing an era of fierce competition between U.S. and,
forei lg business for world markets. This is as it should be. But if
I.S. business is to compete effectively in this struggle, it must in part,
at least in our own industry, do so from foreign locations. business
will not be induced to venture abroad in any substantial way if the
investment and risks involved are not justified by the expected eco-
nomic return. Tile provisions of H.R. 10650, if enacted into law,
would seriously deter responsible corporate management in the future
from committing their companies to foreign ventures.

It has been stated that a tax loophole permits these companies to'
defer payment of U.S. taxes on income earned abroad.

These arguments are utterly without foundation and are incorrect,'
in our opinion. Under our present tax laws, aind indeed, ever since
we havelld an Income tax, there has been no loophole, no subsidy, no
deferral with respect to this foreign earned income.

There is not new, nor has there ever been, any gimmick which per-,
mits American corporations to receive income without paying U.S.
tax on it.

With the growing trend abroad to compel substantial local owner-
ship and paioticipat-ion in U.S. business ventures, and "the fact tlat
In some countries the remission of funds is proscribed wholly or in
part U S business would be placed in the unenviable pOsiton, if
lo5b is enacted into law, of paying taxes on earnings which it las no

le al right to get.
I't has been asserted that restricting private foreign investment,

which would be the inevitable effect ofH.R. 10650, would contribute.
to the solution of the balance-of-payments problem. On a short-range
basis. it might. But in tile long term, the U.S. balance of payments
obvIdusly suffers. Tile record clearly slows the overall monetary
results of U.S. investment. Department 6f Commerce figtires 16r
1950-60 disclose net capital outflow of over $12 billion. During the
same period, $20.5 billion was returned to this country in dividends,
interest and profits, a net inflow of roughly $8.5 billion,
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In the pulp and paper business we cannot ignore the adverse effect
which this bill and the proposals of the Secretary of the Treasury
would have upon Americar. exports. In this industry exports by
domestic companies to their foreign affiliates in the form of raw
materials and partially finished products have created thousands of
jobs in this country.

The proposed pricing formula in section ( could force export prices
upward, thus actually placing a high asset value, efficient plant in a
noncompetitive position.

American companies have been investing abroad, thus far with Gov-
emnment encouragement, relying upon some semblance of consistency
in U.S. tax policy.

As this committee knows, expansion in the paper industry entails
extremely heavy capital commitments on a Iong.tem basis. There
is always the inevitable lag between spending for capital additions
and the realization of increased sales and, in turn, profits We at
Kimberly-Clark which I am sure is typical of other companies in the
industry, have favored the policy of growth from within as partic.
ularly appropriate to oversea developments and commitments because
of the re atively higher cost of capital and increased investment risk
in most foreign countries. We are now asked to alter our business
philosophy with respect to our overs a interests, and to finance de-
velopments there principally through the remission of additional U.S.
dollars.

The proposals of H.R. 10650 and Secretary Dillon raise grave doubts
in the minds of the management of corporations considering future
foreign investments, as to how long the ground rules remain fixed.
The mere fact that this proposed legisla-ion is seriously presented
can only have a detrimental effect upon future investments.

As late as October of 1058, Assistant Secretary of the Treasury,
Mr. Stanley S. Surrey, took an eminently reasonable position on the
deferral principle. In discussing the present method of taxation of
foreign source income only when received in the United States, he
wrote:

Thus, two important Issues of tax policy arise. First, should the rule that
our tax may be deferred by use of a foreign subsidiary be continued? On this
question, tax history, the fact that the organisation of so much of our foreign
investment Is built on this rule, and the desirable accommodation to International
relationships which it produces, all favor continuance of the rule.

And, in the same paragraph, quoting further:
Further, a deferral approach Is an Inducement to continued foreign activity since
the reinvestment of foreign profits In effect extends the period of deferral.%

I earnestly submit, Mr. Chairman, that the provisions of this bill
dealin; with the taxation of foreign income compel us, frankly, toappraise our attitudes with respect to the foreign business activities
oKU.S, corporations. If it is our desire that they remain essentially
at home and abdicate the mushrooming commerce of the rest of the
world to eager foreign competitors, no measure could be better suited
to achieve the result. If, on the other hand, we believe it is for the
good of mankind that the unique achievements of U.S. industry should
e freely available to others on a business basis, then X.R. 10660 hah no

place in the scheme of things.
" "The United States Taxation of toreln Income, Journal of Law and Economics, vol.

i, p. 94, October 1058, publhed b the Universit, of Chicago.

3050
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We subscribe fully to the remarks of the Honorable John W. Byrnes,
member of the Committee on Ways and Means, to the effect that:

Section 13 (of H.R. 10650) contains an attack on American-owned business In
foreign countries unprecedented in its harshness, its complexity, and its irra-,
tionality.'

Thank you, Mr. Chairman.
The CHASMAN. Thank you very much, Mr. Crowell.
The committee will adjourn until 10 o'clock tomorrow morning.
(By direction of the Chairman, the following is made a part of the

accord:) HAMIL'rI Co., INO.,

Whitler, Oalif., April 84, 1962.
Reference: H.R. 10050-Section on domiciliary corporations.
CoXrMnm CHAnawAN
8cnato F1inanc ComnmIttee leaning,
Washington, D.O.

HONOaw GENTLIZUEN In talks with European bankers, lawyers, and accounting
firm executives between April 7 and April 20, these facts come to light which I
wish to recount. A leading Dutch industrial attorney made this statement: "I'm
willing to bet anything this law will not be on the books in 2 years-of course it
could be longer, as bad laws often take a long time to get off the books."

A Swiss Price.Waterhouso executive opinion was: Switzerland cannot, by
space or population, provide manufacturing facilities required by U.S. manu-
facturers to qualify under this law. Twenty percent of the population in
Switzerland is now foreign. Grievous educational problems for their children
already exist. Switzerland has devalued her money to support the U.S. dollar.
This proposed law Is not good for Switzerland.

So, an American wishing to serve a European market can think of It as this
Illustration. Two identical firms both identical In market and products. One
difference exists-the U.S. firm pays 52 percent taxes, the Dutch firm pays 47
percent taxes now, and 42 percent later. The Dutch firm has a 10.percent tax
advantage, then later 20 percent The end result is the U.S.-owned firm goes
out of business. Part of the U.S. dollars invested are lost, and people are thrown
out of work.

The general opinion I found was this section of the law Is bad. It depresses
the European business at a time when we need their prosperity, their wage-price
spiral to support our export sales and our dollar.

May I suggest your committee poll the opinion of Swiss and Dutch bankers,
lawyers, and accounting firms. I'm sure the boomerang hidden In this law,
hurUng the United States and Europe, will become readily apparent.

Very truly yours, CLARK H. H

P,.-I am part owner of a Swiss domiciliary have a Dutch sole agent for
merchandising, and am beginning manufacturing In Holland in June.

Ncw YORK CITY, April 17, 1002.
e H.R. 10850.

lion. HAmRRY . BYrn,
Senate Pinance Committee,
Senate Ofjce Buftding,
1aehingto%, D.O.

DuA SruNATon Byw: I am taking the liberty of calling your attention briefly
to three provisions of the pending tax bill, H.R. 106, which appear to work an
unintended hardship, particularly In the case of U.S. shareholders of foreign
Industrial corporations.
1. Doftnitlon of controlled foreign corporation

The proposed section 064 defines "controlled foreign corporation" to mean
any foreign corporation "of which more than 50 percent of the total combined
voting power of all classes of stock entitled to vote is owned, directly or indirectly

'Remarks of John W. Byrnes, Member of Congress, Wiseonsin, before the Tax Executives
Institute on Mar. 10, 1062.
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(within the meaning of section 055(b)), by United States persons." Section
955(b) prescribes the attribution rules to determine whether the ownership re-
quirements of section 964(a) are met.

The result of this provision is to make it possible that a foreign corporation
whose stock is widely held, and even listed on a U.S. stock exchange, may be
technically a controlled foreign corporation, even though no single U.S. stock.
holder owns any appreciable percentage of the stock. A U.S. stockholder own.
ing 10 percent or more of the stock of a controlled foreign corporation is, under
the proposed bill, required, to include in his income the income of the corpora.
tion attributable to his share to the extent set forth in the complicated provisions
of proposed sections 051, 952, and 053 of the bill. Moreover such a stockholder
would, under Section 10 of the bill, be required to treat a gain on the sale of the
stock as a gain from the sale of a noncapital asset to the extent of the earnings
accumulated during his ownership of the stock. This last provision would apply
If the taxpayer was a 10-percent stockholder of a controlled foreign corporation
at any time during the 5-year period ending with the sale.

I believe that these provisions place an impossible burden on U.S. stockholders
who may be subject to their provisions. A stockholder may well not be in a posi-
tion to know from day to day whether the corporation is a controlled foreign
corporation, whether he is deemed to own 10 percent of its stock under the com-
plicated attribution rules, or whether more than 50 percent of the stock of the
corporation is held by five or less U.S. stockholders, so as to require him to in-
clude his share of the foreign base company income of the company. The prob.
lem of having some of this information over a 5-year period on a day-to-day
basis, as would be required under section 10, is even more burdensome.. This could be corrected by either changing the definition of controlled foreign
corporation so as to include only corporations where there is a much greater
concentration of U.S. ownership, or by not requiring stockholders to Include aiy
portion of the corporation's income in their own income, unless their holdings in
the corporation were much greater than 10 percent, so that they would be In a
position to control the corporation.
2. Treatment of foreign taxes uider section 6

Section 0 amends section 482 to provide for a formula for allocation of income
in the case of sales between related corporations, one of which is a foreign
corporation. Proposed section 482(b) (8) provides that where the application
of the formula results in increase In taxable income of the domestic corporation
and a decrease in the taxable income of the foreign corporation, the taxes paid
with respect to such transferred income by the foreign corporation shall be
treated as having been paid by the domestic corporation, and not by the foreign
corporation. This provision, however, does not go far enough, since the domestic
corporation will not be able to receive a credit for the taxes which it, Is deemed
to have paid under the provisionl unless it has income from the foreign country.
Accordingly the section should provide that the transferred income should be
considered for the purposes of the foreign tax credit to be income from the
country from which transferred. If the foreign tax deemed to be paid is avail-
able only as a deduction, it will mean that the domestic corporation in a case
where the foreign tax rate was 50 percent would be paying a tax of over 75 per-
cent on the Income transferred to It, even though this transfer may have re-
sulted only from a difference of opinion between It and the Service us to the proper
application of the allocation formula,
8. Bewiests of dividends as foreign base company income in the oae of foreign

corporations operation# through subsidiaries
A controlled foreign corporation may operate abroad both as an .operating

company and through wholly owned operating subsidiaries. To the extent that
either the parent corporation or its subsidiaries reinvest their earnings in the
trade or business which they respectively carry on, the reinvestment will con-
stitute an investment in qualified property under section 058(b). If however,
dividends are paid by the subsidiary to the parent and then invested by the parent
In Its business, the dividends will constitute foreign base company income to the
parent and the parent will not receive the benefit of a reduction under section
952(d) (2) unless it is operating in a less developed country, This result seems
unwarranted in the case where the parent and its wholly owned subsidiaries are
carrying on an integrated business, and I believe that section 052(d) (1) should
exclude from Its scope dividends paid by a wholly owned subsidiary to Its parent
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and invested in the trade or business of the parent where both parents and sub-
sidiaries are carrying on an active trade or business.

Yours very truly, JosrAh WILLAR.

Kosnjirio Co.,
Milwaukee, Wie., April 10, 1962.

Hon. HAuutY S. BYRD,
Senate Offioe Building,
Ww4Mngton, D.O.

Dtas Szni&roma BYRD: AS a member of America's industrial community, we are
deeply concerned about H.R. 10650, the Revenue Act of 1902, which has re
cently been passed by the House of Representatives. Our comments on a num.
ber of major points of this bill are taken up point by point in the material which
follows.

CONTROLLMM roRol2 OORWORATIONs

We are opposed to tax haven operations Involving sham or paper corpora.
tons that are set up solely for the purpose of avoiding U.S. taxes, and that lack
substance. However, situations involving this type of tax evasion are limited
and can be dealt with administratively under present laws and regulations Un-
der section 482, the Treasury Department has the right to allocate income be.
tween the controlled corporation& This is a tremendous power, and one that the
Treasury can use to prevent sham or paper corporations from operating in a
way to siphon off what would otherwise be taxable U.S. Income.

The Treasury contends that section 482 does not give it the practical power to
properly allocate income because It doesn't have the manpower to analyze the
thousands of transactions that take place between domestic companies and con-
trolled foreign corporations. In fact, it doesn't need this kind of manpower
because these transactions may be, and are, classified and summarized and dealt
with on an overall basis. Any reasonably competent agent can do this work. The
Treasury is then in a position to, and in the past has, settled some of these issues
on an overall or a relatively broad basis after analyzing and determining what
the total profits were and how it would be logical to divide them based upon the
contribution made by each of the entitles to the generation of the profit. Let this
sound and logical approach continue.

The proposed law goes far beyond providing for clear-cut taxation of sham or
paper corporations.

As you know, foreign operations are becoming increasingly important to the
U.8. manufacturers. Our own situation illustrates this. Right now, we are
forming a French subsidiary for the manufacture and sale of our construction
equipment in the Common Market.

We believe that American manufacturers operating in Europe and other foreign
places should be able to arrange their affairs there so as to minimize the taxes
that they have to pay to the various countries. If this involves settln up a
sales company in Switzerland to handle the sales of products produced, for ex-
ample, in Belgium, so that high Belgian taxes can be partially avoided, doesn't
this arrangement benefit America and American citizens? The less taxes paid
to high tax countries, such as Belgium France, United Kingdom, etc., the more
money there will be available to be distributed to the American owners and
hence the more money available for U.S. tax collections

If c ongress passes a law which eliminates the advantage of a base company
by trying to levy U.S. taxes on its undistributed income, many base company
operations will be discontinued. The extra income formerly realized because
of the low taxes of the base company operations will not accrue to the American
owners and will not be available for ?S. income taxes but rather will end up
being paid in the form of higher taxes to the high tax European countries, thus
swelling their revenues at the expense of ours Take the example just men.
toned, of the U.Soowned elgian factory operating with a Swiss-based sales
company. Since It is more diffcult to do business from Switzerland because of
the commercial isolation and laua difficultis, once the tax advantages of
being In Switzerland are removed, the wiss operation would be discontinued and
moved either to the offices where the factory is located or to a -place such as
London where there Is no language problem and commercial facilities are excel.
lent. Thus, the Income which formerly was largely tax free and accumulated
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to the benefit of American citizens (and to the ultimate benefit of the U.8.
Treasury when it was distributed to its U.S. owners) now will be paid currently
in the form of taxes to countries such as Belgium and the United Kingdom.

Under these circumstances, what has the proposed law accomplished? Noth.
lug constructive for the United States. American citizens have been further
harassed by an unfair tax law of questionable constitutionality and of great
complexity; American citizens have been harmed financially by having to pay
high taxes to foreign countries; and the U.S. Treasury has lost revenue because
of this Increased foreign taxation burden suffered by American business abroad.

What possible motivation can there be for such a harmful law? The admin.
istration says its purpose is to end tax "deferral." Thus, the administration
seems to think that by passing this law, taxes will be collected now rather than
being deferred when actually passing this law wil cause taxes which were
formerly deferred to simply evaporate completey, and never be available to the
U.S. Treasury.

We are all concerned about our continued gold drain and balance-of-payments
deficit. Why then should we pass a law which will reduce the earnings abroad
of the U.S. citizens and that will increase the tax revenues of foreign countries
at the expense of the U.S. Treasury?

As you can see, we believe that passage of this provision will result In an
ultimate loss of revenue to the U.S. Treasury. Even the proponents of the bill
do not think much of it as a revenue producer-estimating it to bring in from $150
to $85 million. It is my opinion that this amount could be collected under the
present tax laws through the effective use of section 482.

According to Treasury estimates, tihs amendment to the law would be a rela.
tively poor revenue producer (and we believe actually a net revenue loser). We
believe this proposed law would do great harm to Americans operating abroad;
subject them to taxes on Income having no connection with the United States
of America; and be detrimental to the best Interests of the United States of
America. For these reasons we solicit your support and ask that you help defeat
this provision of the proposed law.

DIVIDENDS AND INTIEREST WIT1 JIOLDINO

We understand that the self-assessment tax system under which we work in
the United States operates admirably well with something like 07-98 percent
of taxes due being self-assessed and paid. With respect to taxes on dividends
and Interest, we understand that the self-compliance record Is good at the higher
levels but that for the lower income groups, there is a relatively higher percent-
age of noncompliance. It has been estimated by the Treasury Department that
to require reporting or information returns from corporations and, under its
A.D.P. system, match these up with tax returns, would cost as much as the ad.
ditional revenue from dividends and Interest would provide. For this reason, the
Treasury advocates withholding of dividends and interest under a system that
would automatically provide for massive overwithholdilng with refunds to those
who requested and were entitled to refunds. No exemption from this withhold-
ing is provided for tax-exempt organizations, such as profit sharing and retire.
ment trusts or pension plans. Although such organizations hold great amounts
of assets, by law they would be denied the use of the income from these assets for
a period of months during which time the refund was being made.

It has been said that if It is fair for a wage earner to have taxes withheld from
his income, then it is also fair that those who receive divdend and interest pay-
ments should have taxes withheld from that Income. This statement gives no
regard to the Impracticality of such a massive withholding arrangement. It
falls to recognize the multiple sources for this income. It falls to recognize
exemptions, deductions, types of dividend, or the fact that no tax may be due
at all. This provision deliberately legislates massive overwlthholding, clearly
an inequitable arrangement for those who are denied the use of their lawful
income.

Specifically, for Koehring Co., we have approximately 12,000 stockholders.
About 0,000 of these own less than 100 shares each. The maximum dividend
paid to this group during the past year would have amounted to less than
$10 per quarter from which we would withhold, under this proposed law, a
maximum amount of $2, generally les. Thereupon, each eligible stockholder
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receiving the net amount of his dividend would be entitled to make a claim for
a refund. This means thousands and thousands of refund claims. Does the
Senate of the United States of America intend to legislate such an unnecessary
burden and such social injustice?

DISALLOWANOM O CERTAIN ENTERTAINMENT ExPENSE, iM.

We believe that the present law and regulations are adequate to deal with the
abuses In this area. The great majority of American businessmen admittedly
are honest and the great rpajority of publicly held corporations closely control
this kind of expense. There have been abuses. It would seem to me that we
could arrange to correct the abuses under existing laws without providing
again for such a massive overcorrection and additional paperwork burden upon
the great bulk of American business which already i confronted with an unduly
large paperwork burden. This new law would require detailed accounting which
is now available to revenue agents making examinations but which would require
substantial reorganization of the recordkeeping function in order to set out in
the tax return as separate items. Furthermore, it sets arbitrary limits and
makes universal decisions where the standards that should apply need to be
set based upon the circumstances in each particular case.

INVZ8TME NT CREDIT

We believe the investment credit is wrong in principle. It is a subsidy,
Furthermore, we are concerned about the seemingly overly complicated provisions
regarding the application of this credit. It legislates the need for item or unit
accounting for fixed assets where group accounting may otherwise be adequate.
The desired results can be obtained in simpler wa ys.

The administration has promised that they do not intend the credit to be a
substitute for depreciation reform which we believe to be an urgent matter.
We would recommend the system of initial allowances with taxpayers being
permitted to exercise judgment as to amount of depreciation taken but with
limits only on the maximum.

We appreciate the opportunity to present our views and hope that you will
give them recognition In the bill that may finally be passed.

Very truly yours,
Onvnr. n. Mt,
lce Presfdent, Finaice.

Tna COLLEmO or WooSTn,
Woster, Ohio, April 8, 10GB.Hon. FRANK J. LAUsonrE,

U.S. Senator, Scate Offle Building,
Wash iOtont D.O.

DEAR SEATOR LAUsonE: It is not my custom to write letters to Washington,
and I may have been shirking my duty as a citizen by not doing so. I wish to
address myself to the tax law now being considered in the U.S. Senate.

First, I wish to point out that I am a strong advocate of a comprehensive tax
reform, one of the scope discussed in the recent past by members of the adminis.
tration and by Chairman Mills. Since this letter is to touch upon the current
bill, however, the point Just made will have to suffice as an introduction,

Second, my concern Is with the withholding proposal as it will affect dividends
and interest earned. To my great surprise, I have not noticed anyone suggest
that such a withholding tax will seriously affect the compounding principle, and
therefore the size of the GNP itself. A few calculations made here in a seminar
shows that a withholding tax on dividends and interest will have a GNP contract.
ing effect. Now, granted, this effect need not be substantial In the recession

sense. However, a tax policy with respect to these two income sources might
be expected to yield a different economic impact, especially from an administra.
tion which prides Itself on a progrowth philosophy.

From the point of view of balancing the budget, the tax yield would no doubt
be, as expected, of more than just marginal scope. At the same time, an interest
and dividend reporting system (into this marvel of data processing now in force
anyway), would not only give the Treasury a r9cord of the taxable sums avail.
able, but also a larger income from which to tar, since the tax computation would
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be based on income to which the compounding principle can now be again fully
applied. Yo you realize what the new law will do to all the computing tables
used in finance to the savings policies, etc.? I assume that it was felt that the
cost of reporting by those paying dividends and Interest would be too great, and
so, since they have loud enough voices, the consumer is once again penalized.

In a similar vain, my third point, At the moment I do not earn dividends from
stocks. I sold my holdin s a few years ago to finance a property. Therefore, I
foe% that I can speak with at least some impartiality. When I had stock, I felt
that the Small tax exemption on dividends was a blessing In disguise, in that it,
so It seemed to me, encouraged private ownership by small investors in private
American enterprise. Now why get rid of this incentive to save and Invest it)
private corporations? Sometimes I wonder who suggests some of the changes
which go before our elected and appointed officials. The Secretary of the Treas.
ury should know how important It is for us in this country (and I aw only a
naturalized citizen, at that) to own a share of private business and to show tile
rest of the World 'that we all can be capitalists. But then some expedient way of
collecting taxes must be found, and down the drain goes the small but useful
incentive. We need a small dividend exemption I as a matter of fact, if you want
incentive taxation, you increase the dividend exemption instead of eliminating it.

Finally, a comment about the balanced budget, in the name of, which all this
will probably be passed anyway. Why does the Senate and the administration
not try out a new idea, for instance this one: In each balanced budget enough
income should be provided for the gradual withdrawal during prosperity of some
$4 to $5 billion In the national debt, plus a margin for errors. Hlow can any re-
aponsible representative stand up and say what so many of them say In favor
or the kind of balanced budget which they talk about. They must really take
the people for a lot less astute than they are. Any person who has ever seriously
tried to balance a budget knows that It is fine to live in debt as long as you keep
paying some of it off and that you need a contingency fund. Why not ask for
duch a budget? You might be surprised to find out that the people will buy It,
especially If you explain real hard what you are doing. As things stand now,
I wonder whether communications with the people are breaking down while the
pressure groups keep toiling along.

To sum up, please give some thought to the matter of whether you should
break into the compounding principle and upset that whole phase of private
saving for the sake of tax income. The long-range costs of so doing will be much
greater in lost national income than would be the inconvenience of a more detailed
reporting system (lot the banks and business report at the end of the year; it's
all on IBM anyway by now). Let us have the dividend tax exemption for the
sake of incentives to own private enterprise, for the sake of the small stock.
holder. This Is more potent In the fight against Russia than all the slogans put
together. And finally, give the people of this country a sensible balanced budget
instead of slogans by those who know full well that what they ask for is Im.
possible. Instead of playing politics with the concept of the balanced budget,
let's practice some sound economics.

If you have read this far, I certainly owe you my deepest thanks for your
patience. I am aware of the fact that one voice will not make much difference,
especially if that voice does not have a string of publications to its name. If you
should find time, maybe you will be kind enough to reply,

Very respectfully yours,
HAIN H. 3gNq,"

Professor of Economic., Director of InstUttional Research.

STATEMENT BY RAY H. MULFORD, PRIENT Ot OWENS-ILUNOr8 GLASS CO.
Owens.Illinols Glass Co. wishes to register with the Senate Finance Com.

mittee its strong opposition to the foreign tax provisions of H.R. 10650 passed
by the House on March 20. The foreign tax provisions now in the bill would have
a serious, direct, damaging effect on our operations in Latin America, Europe, and
elsewhere. However, we are equally concerned, as an American corporation,
with the adverse effect these misguided provisions would have on the economy
of the United States.
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One very important way we can keep our U.S. economy in vigorous health Is
to have strong representation of American business overseas-American busi-
ness which either sells American-made goods competitively with foreign comr
panes or, in those cases where made-in-America goods cannot compete, American:
owned subsidiaries which make and sell goods in the Common Market, Latin
America, and elsewhere.

The foreign tax provisions of the bill are damaging to the U.S. economy be.
cause they will place American corporations doing business overseas through
foreign subsidiaries at a competitive disadvantage with foreign-owned corpora.
tons operating in the same markets. The long-range result of the bill's foreign
provisions would be the very opposite of the effect said to be intended. Instead
of more revenue for the U.S. Treasury, there would be less, because of the severe
handicap imposed by the bill upon companies and their foreign subsidiaries
in competing with foreign corporations unfettered by the bill's provisions. In-
stead of stimulating American business to invest more money in the so-called
undeveloped countries, It would cut down the amount of risk capital available
for such ventures. Profits from subsidiaries in developed countries make it pos-
sible to take the much greater risks In undeveloped countries. This bill not
only discourages further investment In the countries which supply the risk
capital, but It also puts an unreasonably short time limit on investment of over-
sea earnings In undeveloped countries before they are eroded by U.S. taxes.

Specific provisions of the new bill which would have a particularly adverse
effect on both the U.S. economy and U.S. companies doing business overseas are:

I. TIlE ATTEMPT TO ChIAN0G FOREION TAX CREDIT

The gross-up method used in the bill looks fair and equitable at first glance,
but Its requirement that an American corporation report on the basis of the
pretax earnings of a foreign subsidiary overlooks three things: (1) Only that
portion of the after-tax earnings paid in dividends is available to the American
company. (2) This in turn places an American-owned corporation at a competi.
tive disadvantage with foreign competitors. In order not to penalize the parent
company's domestic earnings, a foreign subsidiary would have to provide the
funds with which to pay its proportion of the U.S. income tax, thereby giving
competitors who pay only the income tax of the country concerned an even
greater competitive advantage. (8) In many instances, the total tax burden on
foreign subsidiaries already is heavier than the total tax burden of U.S. com.
anies, In most countries, the indirect tax cost is mui(ch bigger than In the
United States, with income taxes a relatively small portion of the total tax bite

compared to this country.
The attached tables front a recent issue of Business International, with accom.

panying text, Illustrate in more detail what the gross-up method would actually
do.

It. PROVISIONS CONOnRNINO.ROYALTIES, TECHNICAL ASSISTANCE, ETC.

These provisions are particularly inequitable. The one providing for "deemed
royalties" would be especially burdensome to the undeveloped countries of the
world, and actually discriminatory against U.S. subsidiaries in them, since of
necessity U.S. subsidiaries In those countries must depend to a far greater extent
on U.S. patents, processes, and equipment. These undeveloped countries, there.
fore, are the primary beneficiaries of U.S. patents, technical assistance, etc.
This provision of H.R. 10650 also would allow the Treasury arbitrarily to estab.
lish and tax income which Is entirely fictitious.

Ut, DISREOARDS TilE RIGITS OF FOREION SIARIIOLDERS

The foreign tax portion of H.R. 10050 disregards the rights of foreign share-
holders. In many American-owned subsidiaries, Including some of those In
which Owens-Illinois has a majority Interest, foreign Shareholders hold substan.
trial ownership and under the law of the foreign country In which the subsidiary
Is operating the rights of these foreign shareholders cannot be disregarded or
Ignored even though an American company has a majority Interest. In other
words, majority ownership does not necessarily give control,

8210-02-pt. 7- 14
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My. ITNFAIRIY RESTRIYIS OVER5IEA EXPANSION

Manufacturing subsidiaries of American companies would be severely re.
stricted in their operations by a provision of the law which makes them subject
to U.S. Income tax it they enter a line of activity in which they are not engaged
domestically or established a product line in which they are not so engaged as of
December 81, 1062. This would completely stifle growth of now product lines,
retard research and development through which product innovation occurs and
this would prove especially burdensome to companies which must continue to
expand In order just to keep pace competitively. It could even destroy com.
panics with dwindling markets by excluding them from the opportunities to
switch to new products.

Owens-Illinois has been engaged In foreign commerce for more than 30 years
and we export American-made products to more than 80 countries. Our exports
have been especially high in Latin America, where Owens-Illinois glass con.
tainers have been for many years the standard of excellence by which all others
are judged. As the market grows in each Latin American country, however,
there is a corresponding growth in intense national pressure for its own glass
container plant. A few years ago we were almost completely shut out of
Colombia and the handwriting was on the wall in Venezuela, to mention just the
two Latin American countries in which we now have glass container manufac.
tuning plants.

Owens-Illinois prefers to export American-made products rather than establish
foreign operations, as do most American companies. In Europe, however, we
have been unable to develop any significant export market, primarily because it
is not economical to ship most of our products to Phiropo In competition with the
strong European glass companies. The only way we can compete effectively is
by operations within those countries. In 1960 Owens-Illinois obtained, largely
through tn exchange of stock, slightly over 50 percent of the stock of Gerres-
helimer Glass Works, of Germany, one of the leading glass companies on the
continent, and most of the stock of Durobor, a Belgian glassware firm.

This year we completed organization with Italian partners of an Italian com.
pany which will make glass tubing near Milan, Italy. Although we own a
majority interest in this company, under our plan not $1 will have to be exported
from the United States to establish this plant. On the contrary, some of the
machinery used in the plant will be bought In the United States with funds
developedl In Europe.

When Owens-Illinois opened its first foreign plants in 1958 in Venezuela and
Cuba (the latter was expropriated in 1960 by the Castro regime, illustrating
one of the special hazards of foreign Investment), we had a total of 32,MK)
employees in the United States. Today we have approximately 36,000 employees
in the United States, plus more than 000 in new Owens-Illinois plants in Canada,
Venezuela, and Colombia. Our foreign operations have directly created jobs for
Americans, both in this country and overseas. We expect our employment to
continue rising both In the United States and other countries as we build new
plants and enlarge existing ones, but these plans will have to be completely
reconsider d and perhaps abandoned If the present foreign tax provisions In
R. 10650 become law.
American business would be left In a state of complete uncertainty should

these objectionable provisions be enacted Into law. The provisions of the bill are
so broad and general that definitions, and the applications of taxes, can change
at the will of the Treasury. In fact, Congress would be handing a blank check
to the Treasury to legislate as it wishes. No business can make long-range
development plans in such a climate. Instead of helping the U.S. balance of
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payments, as urged by its Treasury proponents, this bill would have a very
adverse effect on our balance of payments. It would discourage the efforts
already proven most effective; viz, increasing exports through foreign operations
and would stifle the type of foreign Investment mainly responsible for the
increasingly large flow of dollars back to the United States In the form of
dividends.

We respectfully urge, in the interest of the general welfare, that the Senate
Finance Committee delete the objectionable and damaging provisions.

(From Busineov International, Mar. 9, 19021

CROSS-UP PROPOSAL H1URT8 UNDERDEVELOPED COUNTRIES, FAILS To ACHIEVE
TAx EQUALITY

A superb study by a major U.S. international firm demonstrates conclusively
that the Kennedy administration's proposal to "gross up" the earnings of foreign
subsidiaries (i.e., to calculate the U.S. tax on profits before-not after-payment
of the foreign tax) seriously conflicts with two of the Treasury's supposedly
cardinal alms: Tax equality and more U.S. investment In Latin America, Asia,
and Africa. Grossing up would reduce the effectiveness of the foreign tax
credit In preventing double taxation and equating U.S, tax treatment of U.S.-
owned subsidlarleg and branches overeas, and create an arbitrary disincentive
to U.S. investment in underdeveloped countries.

Table I breaks down the total tax revenues of 31 foreign countries and the
United States into their various components. While the United States secures
83.0 percent of Its total revenues from direct taxes, the maximum analogous
percentage elsewhere Is Colombia's 60.4 percent: among developed countries, it
Is Japan's 50.5 percent. Even the United Kingdom obtains only slightly more
than half its revenue from direct taxes. The figures for France are 28.3 percent,
for India 20.2 percent, and for Argentina 35.8 percent.

The present U.S. tax credit system--now over 40 years old-credits only direct
taxes; U.S. firms now operating through foreign subsidiaries face significant
double taxation wherever they operate. In testimony before the Ways and
Means Committee last year, the president of International Telephone & Tele-
graph, Harold S. Geneen, demonstrated that the real tax burdens of the com-
pany's three French subsidiaries In 1900 amounted to 78 percent, 82 percent,
and 78 percent, while U.S. foreign tax credit only applied to 20 percent, 19
percent, and 16 percent respectively (under the present system). The per-
centages for the company's German subsidiary were 05 percent and 55 percent
respectively and for the Italian affiliate 59 percent and 80 percent. Yet the
Treasury talks as If the United States were providing tax incentives for invest-
ment abroad, and advocates curtailing the present Illiberal tax credit system.

Table II shows the speelfic effect of the present credit and of the gross up credit
system. Gross up can lead to spectacularly varying results that hardly qualify
It as a rational method of achieving tax equality. In many countries, it would
not increase the U.S. take at all; In others, It would boost the effective
take by more than 0 percentage points. The firms that would face the biggest
additional tax bites would be those investing in underdeveloped markets. Gross
tip would raise the average take on earnings In Europe by 2 points, In Latin
America by 4.4 points, in underdeveloped Far Eastern States by 3.1 points. It
would also, In the judgment of the authors of this study, violate 18 U.S. double-
tax treaties.
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Tnu B. F. GOODRXOH CO.,
Akron, Ohio, April 83, J968.

He H.R. 10650 (revenue bill of 1062).
Hn. HAanr F. Bynw,
Chairman, Senate Finance Committee,
U.S. Senate,
Washington, D.O.

DE x SE ATOR BYPa: We express our opposition to the enactment of this bill.
Generally speaking, the bill In a number of respects departs from heretofore well.
established tax principles, creates many problems of interpretation, accounting,
compliance, administration, and collection. Some of these provisions will add
needlessly to the present burden of Individuals and organizations in their col.
election and payment of taxes to the Government.

We shall now comment briefly on some of the principal features of the bill.
Taxation of foreign incon.-Our Government, under both Democratic and

Republican administrations, for a number of years has actively promoted in.
vestments abroad. Now, suddenly, this policy is to be reversed and our Govern.
ment proposes to penalize those Investments by taxing their income even before
It Is transmitted to the United States unless the income Is reinvested In the
country of origin or in an underdeveloped nation. American Investments abroad
have In fact been helpful to the United States through the increase of our
exports, the earning of foreign exchange, and the creation of jobs In the United
states. This part of the bill will erect a trade barrier to American investment
abroad and ultimately reduce the U.S. taxes collected from that income source.

Withholding of taw on dividends and interest.-This provision will work a
hardship on many individuals and companies, and therefore should not be
adopted unless it is absolutely necessary to solve the problem of underreporting
of dividends and interest. There is reason to believe that the data processing
and numbering approaches of the Internal Revenue Service will solve this
problem. An example of what this section of the bill will do-It would result
in a permanent loss of $600,000 to our B. F. Goodrich pension trust earnings and
assets.

Deductible buelness cxpensec.--It seems to us that neither the Congress nor
the Bureau should substitute its judgment for that of a business enterprise in
determining what is and is not ordinary and necessary business expense. The
cost controls already imposed upon themselves by businessmen as a matter of
competitive necessity Is ample protection for the tax collector. No one wastes
100 percent of his own money simply to avoid paying 52 percent of it in tax.

The tair credit.-Most people who have studied the matter recognize a serious
need for depreciation reform which would be available to all taxpayers. This
would encourage plant improvement and expansion and stimulate our business
economy. However, the proposed tax credit will not accomplish this objective.
It would simply grant a bonus to those few who by chance currently need to
expand or modernize their plants. The granting of a tax credit of $7 will
furnish no motivation for business to invest $100 in manufacturing facilities.
The motivation must come from a reasonable expectation that there will be
an opportunity to earn profits. This proposal is unsound.

Not to be completely overlooked is the Government's estimate that this tax
bill would result in a loss of revenue in excess of one-half billion dollars annually
at a time when the Government Is already operating with increasingly greater
deficits,

It is reported that next year Congress will consider a comprehensive tax bill
dealing with the entire Federal tax structure. In view of what has been said
above, should not action on MR. 10650, which is quite limited it its application.
be deferred until next year? At that time the proposals in this bill may lie
given careffil and thoughtful study in the light of the entire Federal tax structure.

We hope that your consideration of H.R. 10M0 will result in your voting againsttis bill.
Sincerely yours,

R. G. J.rFR.
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CRAVATH, SWAINS & MOORE,
New York, N.Y., April 9, 1968.

Hon. HARRY F. ByiD,
('halrman, Comnittee on Finance, U.S. Sena to,
Seat Ofle Building, WaeMngton, D.7.

DEAR 8ENATOR BYRD: Enclosed herewith Is a memorandum prepared with re-
spect to the foreign income provisions of H.R. 10650.

We have concentrated on (1) the provisions of the bill relating to taxation
of foreign business income, that is, sections 0, 13, and 16; and (2) the reporting
requirements of section 20, which, as more fully developed in the accompanying
memorandum, are going to Impose a severe hardship upon many individual U.S.
citizens by presenting them with the unattractive choice of giving up their jobs
or their citizenship.

A brief summary of the conclusions indicated by the enclosed memorandum
may be helpful:

1. As to sections 0, 13, and 10, they come as a distinct surprise to most tax
practitioners, as it had generally been thought that the present bill would be
directed primarily at the closing of loopholes and the curbing of abuses. The
bill, however, goes way beyond those limited objectives, and it is not an exaggera-
tion to say that it will adversely affect virtually every U.S. business operation
abroad. The technical defects, the complexity, the possibilities for double taxa-
tion, and the punitive attitude of the bill, moreover, are most alarming. In
addition, serious constitutional questions arise which will require years of litiga.
tion for their solution. It is vital that American business hold its own in the
international community, and that it be able to withstand the challenge of the
Common Market. Business should not be shackled with the Ill-considered legis-
lation embodied in ILR. 10060.

2. Section 20 requires every U.S. citizen who is an officer or director of a
foreign corporation to file whatever elaborate information return,, may be re-
(uired by the U.S. Treasury. Such returns may be required even though the
foreign corporation Is beneficially owned by foreigners and derives little or no
income from the United States. On the other hand, many U.S. ciizens working
for foreign corporations are prohibited by laws of the pertinent foreign country
or by their employers from transmitting such information. Suih citizells,
accordingly, will either have to give up their positions and, lerliaps, tLeir livell.
hood, or their U.S. citizenship. Hither result seems to us t( he intolerable.

I hope that the fundamental defects that we have nto, , an be corrected
before the bill is reported by the Committee on Finance.

Sincerely yours,
ROSBW.LL MAGILL

EMORANIU OX .HR. 10050-T.X.ATIO OF. FoRMoN ICOME

The foreign Income provisions of H.R. 10050 have been heralded as having
the principal purposes (1) to close loopholes relating to the taxation of foreign
Income and (2) to prevent the artificial diversion of essentially U.S. income
Into tax-haven subsidiaries.

No one can legitimately quarrel with such objectives. It Is difficult, for In-
stance, to take serious issue with section 4 of the bill relating to dividends in
kind by foreign corporations to U.S. corporate stockholders; or with section 10
which requires "grossing up" in connection with the derivatives credit for
foreign Income taxes under section 002.

An examination of sections 18 and 18 of the bill, In particular, as well as
section 0, indicates, however, that the bill has gone far beyond the closing of
tax loopholes and the prevention of abuses, which had been thought to be Its
primary objectives. The provisions of the bill relating to the taxation of foreign
business Income will affect adversely virtually every U.S. business operation
abroad, however, legitimate. They are punitive in nature, and will frequently
restult In double taxation. They appear to be designed to make as difficult as
possible the expansion and development of American industry in foreign coun-
tries. They attain a degree of complexity hitherto unequaled in the code, except
perhaps in section 841(e). Finally, their constitutionality is very doubtful,
even under a very liberal view of congressional power under the Constitution.

Section 20 of the bill, relating to reporting requirements, will Itself impose
severe hardships on many U.S. citizens working for foreign corporations and
In many cases will operate to deprive them of their livelihoods.
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We shall not attempt In this memorandum to discuss the many technical
defects and problems contained In the bill. We shall concentrate, rather, on
setting forth what we regard as more basic objections. Since the heart of the
bill is In section 13, we shall start with It.
Scctlots M. Controlled foreign corporations

1. Dcfliitlon. o/ controlled forceglp corporaton.-At the outset we note that
it will often be Impossible to determine whether a particular foreign corpora.
tion is it "controlled foreign corporation," A U.S. person owning 10 percent or
more of the stovk of a foreign corporation must ascertain whether there are
other U.S. stockholders of the corporation owning, actually or constructively, an
amount of stock sufficient to bring the total owned by U.S. persons (albeit wholly
unrelated to one another) to more than t0 percent. Foreign corporations fre-
quently issue bearer shares, and it will be difficult or Impossible to ascertain
the Identity of the other stockholders. Bven If that bridge is crossed, the share.
holders may turn out to be other foreign corporations, and it will be necessary,
in turn, to find out who are the stockholders of such other foreign corporations,
and so on. Let us suppose, for Instance, that a U.S. corporation and two publicly
held foreign corporations create a foreign corporation of which each owns one.
third of the stock. The U.S. corporation will have to find out who are the
beneficial owners, giving effect to the attribution rules, of each of the other two
publicly held foreign corporations. Moreover, under the bill, this determination
must be made for every day of each taxable year. In a case such as that stated,
probably it would be impossible for the U.S. stockholder ever to be sure that the
new foreign corporation were not a "controlled foreign corporation."

The attribution rules are, moreover, so drawn as to sweep as many foreign
corporations as possible into section 12. For instance, a U.S. corporate stock.
holder of a foreign corporation is considered a U.S. person even though it may
be beneficially owned by foreigners. On the other hand, a foreign corporate
stockholder of a foreign corporation is considered a U.S. person to the extent
that such foreign corporate stockholder is beneficially owned by U.S. persons.

2. Tax'atlon of subpart P Inoom.-Section 18 provides that certain kinds of
Income, known as subpart F income, realized by a controlled foreign corporation
shall be taxed directly to any U.S. person actually or constructively owning 10
percent or more of the stock of the foreign corporation, subject to a limited
exception If the Income is Invested In property that Is ordinary and necessary
for the active conduct of a trade or business in a less-developed country. Subpart
F income, In general, consists of Income thought by the drafters of the bill to
be ',passive," that is, dividends, interest, rent, and capital gains from the sale of
stock or surities; and Income apparently thought by the drafters to be pecu-
liarly susceptible to being diverted from the United States to tax havens, such
as export sale Income and certain types of patent or copyright royalties. Unlike
the personal holding company provisions of our law, the bill would treat as "pas-
sive" all rent, even rent derived from an active leasing business.

The requirement that undistributed subpart F Income of a controlled foreign
corporation be taxed directly to any U.S. person owning, actually or construc-
tively, 10 percent or more of its stock cannot fail to raise grave constitutional
questions. It is far from clear that Congress can constitutionally tax the income
of a foreign corporation earned abroad to a U.S. stockholder who, by virtue of his
stock ownership, Is In a position to control the dividend policy of the corporation.
But the bill goes far beyond that. It contemplates taxing a minority stockholder
of a foreign corporation upon his "share" of undistributed income even though
the stockholder may not have any effective control over the dividend policy. It
seems evident that such a proposal will raise constitutional questions of the most
serious character, and that years of litigation will be required before the con-
stitutionality, or a lack thereof, of section 13 can be established.

The bill contemplates, moreover, that U.S. stockholders of controlled foreIgn
corlwrations shall be taxed on the subpart F Income determined In accordance
ith the U,8, standards for determining taxable income and earnings and profits.

Tax and book accounting procedures employed by foreign corporations often differ
radically from the methods followed In this country. The detailed Information
required to establish the taxable income and the earnings and profits of the
foreign corporation by our standards will, as a practical matter, frequently be
unavailable to the U.S. stockholders, and they may have no means of requiring
its disclosure. How, then, are they to determine their share of such undis-
tributed income?
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The provisions of the bill relating to the taxation of subpart P income may
leave the U.S. stockholder in a much worse position than if he had conducted
lls operations in the foreign country directly. For instance:

a. Capital gains realized by a controlled foreign corporation will be taxed to
the U.S. stockholders as ordinary income.

b. Blocked foreign Income apparently will be taxed dire~tiy to the U.S. stock.
holders of a controlled foreign corporation without the deferral privilege accorded
to U.S. taxpayers conducting direct operations in a foreign country.

o. Individual U.S. stockholders of a controlled foreign corporation will get no
credit for foreign Income taxes; nor will a corporate U.S. stockholder unless it
satisfies the stock ownership requirements of section 002 relating to the derivative
cre llt.

d. A U.S. stockholder of a controlled foreign corporation will get no credit or
benefit from losses incurred by that corporation except as an offset to the current
income thereof. No operating loss carryover or carryback provisions are con.
temIl)lated. Moreover, a U.S. stockholder owning two or more controlled foreign
corporations will not be permitted to offset the losses of one against the ineme
of another. For instance, if a U.S. corporation owns a foreign subsidiary which
loses $100 and if that subsidiary, in turn, has a subsidiary of its own which earns
$100, the income of the subsidiary will be taxed directly to the U.S. stockholder
without offset for the loss of the intermediate company.

e. Double taxation can easily result. A U.S. stockholder of a foreign controlled
corporation will be taxed on its subpart F income without reduction of such
Income by reason of distributions to foreign stockholders, even though there is
no relationship between the U.S. stockholder and the foreign stockholders.. For
instance, if a controlled foreign corporation pays out of its subl)art P Income for
the year a dividend on preferred stock held by unrelated foreign stockholders,
the income used to pay such dividend will nevertheless be taxed to the U.S.
stockholders.

It is no answer to the foregoing to say that U.S. stockholders can avoid the
punitive consequences of section 13 by conducting their operations abroad directly
rather than through foreign corporations. The exigencies of the corporate, tax
or customs law of foreign countries often will make mandatory the use of a
foreign corporation.

The practical problems that will be caused by the subpart P income provisions
will be tremendous. For instance, if a U.S. corporation establishes a mnufac-
turing subsidiary in a foreign country, and, as is customary, contributes know-
how to that subsidiary, the bill would require the determination of a hypothetical
royalty each year to be taxed to the U.S. stockholder, that is, the amount that
could Lave been obtained as a royalty for the know-how had it been transferred
to an unrelated third party. Many, if not most, operating corporations do not
license their know-how to third parties, so that it will be difficult, if not
impossible in many cases to ascertain what kind of a royalty would have been
paid by an unrelated third party.

Another practical problem will be caused by the necessity for tracing shares
of a controlled foreign business corporation. Once subpart F income is taxed
directly to a U.S. person, that person is supposed not to be taxed again when
such Income is actually distributed In tile future. If, in the meantime, the
shares are transferred to other persons, the exemption is supposed to be ap-
plicable to the transferees as well. This will require setting up some elaborate
procedures for tracing the identity of shares of stock, and will have the
anomalous result that, at any given point of time, some shares of stock of a
controlled foreign business corporation may be worth more than others because
some shares may carry with them the right to a tax-free withdrawal of future
income, whereas others may not.

3. TaatLion of Inercaso t i.onqualitfed assets.-As troublesome as are tle
defects In the proposed taxation of subpart P income, the provisions that con-
template taxing U.S. stockholders of controlled foreign corporations upon in-
creases in nonqualified assets raise even more serious problems. We must,
in this connection, remember that in this area we are discussing only the taxa-
tion of income which is not "tainted" as subpart F Income is supposed to be, that
is, income front operations presumably deemed "legitimate" by the drafters of
the bill.

We have had considerable experience in this country with preventing unrea-
sonable accumulations of income by corporations. Thus, we have had for inny
years the foreign personal holding provisions, the personal holding company
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rovisions, and the unreasonable accumulations tax. So far as we are aware,
owever, the present bill, If enacted, would for the first time tax In a given year

more than the Income earned In that year. Suppose, for Instance, that a con-
trolled foreign corporation earned "legitimate" Income In 1903 and invested
such Income In "qualified" assets. If, In 1005, the qualified assets became
"unqualified," or If they were sold and the proceeds reinvested In "unqualifled"
assets, the accumulation of 1903 legitimate income would be taxed In 1005 to the
stockholders of the foreign.controlled corporation as of that time even though
the controlled foreign corporation might not have earned any Income In 1905.
Are the abuses In the area of legitimate foreign business Income so much greater
than those present In this country as to require In that area a rule so much more
drastic and revolutionary than has ever been applied domestically In relation to
unreasonable accumulations of Income?

The problem posed In the preceding paragraph becomes more serious when
consideration Js given to the fact that the stockholders of the foreign-con-
trolled corporation In 1905 might not be the persons who were the stockholders
In 1003 when the Income was earned; that the 105 stockholders might have paid
for such earnings when they purchased their stock from the persons who were
stockholders during 1003; that the 1963 stockholders might already have paid
ordinary Income tax upon their share of the 1903 earnings at the time they sold
their stock to the persons stockholders In 1005 (see See. 15 of the bill) : and that,
therefore, the 100 stockholders would be taxed on an amount of earnings which
had already been taxed to the 1003 stockholders.

The provisions of the bill In this area are evidently designed to make as diii.
cult as possible future development of American business abroad. A "quallfled"
business In a developed country Is one that has been conducted for 5 years (except
In the case of a business that was conducted at December 31, 1902. and continues
to be conducted by the same interests). Thus, no reinvestment of earnings
whatever will be permitted during the first 5 years of a new venture abroad, even
though It Is during this period that reinvestment of earnings normally Is most
necessary. Even after the 5-year period has passed, reinvestment of earnings
will be permitted only to the extent that they are "ordinary and necessary" for
the continued conduct of the same business by the same corporation. The pur-
pose of this provision Is quite frankly to prohibit the reinvestment of funds In
order to diversify or expand foreign business operations. If the ultimate ob-
Jective of the bill is to discourage the growth and development of American
business abroad, this Is certainly the way to do It.

Another anomalous feature of the bill Is that a controlled foreign corporation
engaged in business both In the United States and abroad will not be per.
mitted to reinvest Its U.S. earnings in furtherance of the U.S. business (even
though such earnings will already have been subject to U.S. tax) without having
such earnings taxed directly to the stockholders of the foreign corporation.

Another difficulty is that the bill requires that the earnings of a particular
year be invested In "qualified property" before the close of such year. In the
case of subpart FP income reinvested In a qualified business In less.developed
countries, a 18-day grace period Is allowed following the close of the taxable year,
but no similar provision Is applicable with respect to investment of nonsubpart
P Income. It would seem that requiring an Investment of earnings In qualified
assets either by the end of the taxable year, or within some relatively short
period thereafter, is unrealistic and will have the effect of requiring hasty and
unsound business decisions to avoid the penalties of the bill.
Section 16. 8ale of stook or liquidation of controlled foreign corporation

Section 10 of the bill, In general, provides that upon the sale or exchange, in
liquidation or otherwise, of the stock of a controlled foreign corporation, the
earnings of such corporation shall be taxed as ordinary income to U.S. stock-
holders owning 10 percent or more of the stock to the extent that such earnings
have not previously been taxed to such stockholders under section 18. The bill
will thus repeal as to foreign investments the rule of long standing that gain
realized upon the liquidation of a bona fide business corporation Is capital gain.
Section 16 would extend the new principle to all earnings of controlled foreign
corporations. Indeed, In conjunction with the provisions of section 16, the prin.
cipal earnings subject to the new rule will either be those accumulated prior to
108, or those earned thereafter in a legitimate business and legitimately rein-
vested in furtherance of such business, If so basic a change Is to be made in
our traditional Income tax rules, It Is open to question whether the way to make
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it is by a provision in a bill hitherto throught to be a loophole-closlng bill rather
than after full discussion and consideration of the basic policy factors involved.

Section 10 requires that upon liquidation of a controlled foreign corporation,
tile U.S. stockholders must Include In their Income as a dividend the accumulated
earnings of that corporation since February 28, 1013. That will frequently
result in double taxation of the same earnings. The earnings which the stock-
holder must include as a dividend upon liquidation may well have already
been taxed to a prior stockholder, either under section 13 or under this very
section 10 at the time that the prior stockholder sold his stock. The gain
realized on liquidation by the successor stockholder would not in such cases
be attributable to the prior earnings, but rather to good will or unrealized
appreciation. Nevertheless, the very same earnings would once again be taxed
its ordinary income to the successor stockholder.

How, moreover, is the U.S. stockholder to determine the earnings and profits
tif the controlled foreign corporation accumulated since February 28, 1013,
hearing in mind that those earnings and profits are to be determined by U.S.
standards? It Is difficult enough to determine the accumulated earnings of a
U.S. corporation. To determine the earnings and profits of a foreign corporation
by our standards back to 1013 would literally be an Impossible task in many
e Fses. Following its usual onltive approach, section 10 provides that the
entire gain shall be taxed as ordinary Income in such cases.

If the stock of the controlled foreign corlpratlon is sold, rather than exchanged
In liquidation, the U.S. stockholder is taxed it ordinary income rates only oni
tihe earnings accumulated during the lwrlod that he held his stock. In the case
of Ilquidation, the gain Is treated as a dividend so that a foreign tax credit
iuay be available, but no foreign tax credit will he allowed it the case of a sile
tif stock in a controlled foreign corporation. The result may well be double
taxation by the foreign country and by the United States of the saine earnings.
4uplw se, for Instance, that a U.S. corporation owns 25 percent of the stock of a

French corporation and that the latter earns $100 before French Income taxes,
and Iys n French Income tax of $50. The U.S. corporation share of the after
tax earnings of the French corporation would be $12.50. If It then sells Its
stock In the French corporation at a gain of $12.50, that gain will be taxed
to It ns ordinary Income, leaving It a net gain after all taxes of only $0.125.
Thus, the U.S. corporation will have ended up paying an effective tax of 7
percent upon Its share of the pretax earnings of the French corporation.

Section 10 continues the "heads I win, tails you lose" approach adopted by
ile bill as a whole toward foreign Investments. Any gain realized by n U.S.
jierson upon a foreign Investment Is to be taxed as ordinary Income, sooner or
later. On the other hand, any loss realized by a U.S. person upon the sale or
lirjuidntion of his foreign Investment normally will be allowable only as a capital
loss. We have difficulty In understanding how such an approach can be said
to equalize the tax consequences accorded to domestic and foreign investments.

To turn to a somewhat more technical point, section 10, as drafted, would
apply to any sale or liquidation after enactment of the bill. The foreign Income
provisions of the bill are, In general, effective after December 81, 1902, and it Is
difficult to see why the same rule should not apply to section 10. Indeed, the
House Ways and Means Committee previously had announced publicly that the
new rules on sales and liquidation would only apply after December 81, 1062.
No explanation has been given, so far as we are aware, for this reversal. Con-
sidering the drastic nature of the changes that would be effected by the bill, it
seenis obvious that U.S. taxpayers should be given some reasonable period of
time after the enactment to determine whether or not to liquidate their invest-
ments in controlled foreign corporations. We strenuously urge, therefore, that,
at the very least, the provisions of section 10 should apply only to sales or liquid.
dations after December 81, 1002.
Section 6. Allocatlon of Incono

Section 482 of the present law authorizes the Commissioner of Internal Reve-
nue to reallocate income arising from Intercompany sales between members of
it controlled group. Such reallocation Is for the purpose of arriving at arm's
length prices, that is, the prices which would have been charged had the dealings
taken place between unrelated persons. Apparently, however, the Commis-
stoner has encountered difficulty In determining what are arm's length prices.
Hence, section 0 would authorize the Commissioner to reallocate income from
Intercompany transactions by the use of a three-factor formula, somewhat
analogously to the three-factor formulas traditionally used by States in allocat.
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lg income for franchise tax purposes. The new approach, however, Is to be
Inapplicable if the taxpayer can establish that the intercompany transactions
were carried out at arm's length prices. It will be necessary, therefore, In most
cases, to determine arm's length prices. It is difficult to see, accordingly, how
the present bill will greatly reduce the problems which the Internal Revenue
Serviri professes to encounter in applying section 482 of the existing law.

As stated, the approach of section 0 Is to allocate income from Intercompany
transactions by the use of a three-factor formula based on property, wages, and
advertislng, and selling expenses. Superficially, this approach is similar to that
used by the States for franchise tax purposes. There is, however, a basic differ-
ence which renders the whole approach questionable. In franchise tax cases,
one is normally concerned with allocating the taxpayer's entire income within
and without the State. Suppose, for instance, that the parent has a plant in
the United States at which it produces a whole variety of products, some portion
of which are sold to a foreign subsidiary abroad for resale by the latter. For
the purpose of the first factor, how Is the plant to be treated? In a franchise
tax case, where one would be concerned with allocating the corporation's entire
Income, the plant would be simply taken at Its cost. This obviously would be
improper tinder section 482, however, because, to a large extent, the plant would
have been used to produce income which was not to be allocated. How, then,
would it be determined what proportion of the parent's investment In the plant
was attributable to the articles sold abroad, rather than to those sold domes-
tically? Neither the bill nor the committee report shed any light on this
problem. If the purpose of introducing a three-factor allocation under section
482 i to simplify the application of the section, It would seem that it should be
possible to tell front the statute how the factors would be determined and ap
plied. That is not the case, however. Par from simplifying the application of
section 482, section 0 of the bill would simply create additional problems.

Another defect is that section ( does not indicate the relative weight to be
accorded to each factor.

There is even a more basic flaw to the approach taken under section 0. Section
482 of the code Is concerned with allocation of income between companies in
order to reflect a fair return to each company In relation to its activities. Sec-
tion 0, however, contemplates an allocation between companies on the basis of
territorial factors. If, for instance, the domestic manufacturing parent has a
plant abroad, that would count in favor of allocating more income to the selling
subsidiary. If, on the other hand, the selling subsidiary had property in the
United States, that property would result in more income being allocated to the
domestic parent. That is Illogical In applying a statutory section designed at
allocating income between related companies. Allocating income on a territorial
basis might make sense if the objective were to change the source of Income rules
of the code. It makes no sense, however, as applied to section 482 which is not
concerned with source of income, but only with allocation of income between
particular entities.
Section 20(b). Information as to organization or reorganization of foreign

corporations
Section 6040 of the present code requires U.S. citizens or residents who are

officers or directors of a foreign corporation at any time within 60 days after
the creation, organization, or reorganization thereof to file a return on or before
the 00th day after such creation, organization, or reorganization. That pro.
vision is designed to be effective, however, only with respect to newly organ zed
foreign corporations: that is, foreign corporations created, organized, or reorgan-
ized after September 14, 1000. An it now exists, the section (as its heading
implies) is clearly intended to obtain the necessary information as to such
creation, organization, or reorganization and form 069 prescribed by the Com.
missioner of Internal Revenue thereunder is consistent with that purpose.

Section 20(b) of the bill, however, completely amends and changes the sub-
stance of section 0040 in a manner which neither the heading of the section nor
the committee report indicates. Under section 20(b) as amended by the bill0 a
U.S. citizen officer or director of a long-established foreign corporation not en-
gaged In trade or business within the United States will be compelled under
penalties of U.S. law to submit to the U.S. Treasury any information which the
Secretary of the Treasury or the Commissioner of Internal revenue by forms
or regulations shall require that he submit.
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Many Americans are directors and officers of reputable foreign corporations

of long standing, to which the present provisions of section 0040 are Inap.
plicable. Many of such corporations have little or no income from American
sources; and thus at present have little or no concern with American revenue
laws. Further, many of such corporations are organized under the laws of
foreign countries which make it a crime for directors or officers to disclose In.
formation about the business or financial affairs of such corporations to persons
who are not stockholders, officers, or directors thereof.

Tie amendments to section 0040 will place many such American citizens in
a most unhappy dilemma, while serving no useful purpose so far as the United
States is concerned. Tho American officer or director of a foreign corporation
may not disclose the information which the Secretary may require without
violating applicable foreign law. On the other hand, he will violate section
0040, as proposed to be amended, If he does not disclose such information. His
only recourse, it seems, is either to resign his corporate position or to give up
his American citizenship. In either event, the collection of American income
taxes Is not aided; and the status of American citizens is severely pennl1PM

Section 21. TreatIes
Section 21 of the bill purports to abrogate all treaties with foreign nations

to which the United States is a party to the extent that the provisions of the bill
are contrary to the provisions of such treaties.

This provision Is a complete reversal of our long.established policy to the
effect that treaties are the supreme law of the land. In accordance with such
long.established policy, section 7852(d) of the Internal Revenue Code spe-
cifleally states that no provision of the Income tax law shall apply In any case
where Its application would be contrary to any treaty obligation of the United
States. If a treaty provision may be abrogated the next (lay by the unilateral
act of one of the parties in enacting legislation contrary to the provisions of
the treaty, then the treaty Is indeed only a 'piece of paper." In the recent past,
our Government has complained bitterly of the unilateral actions of foreign
governments In violation or disregard of the provisions of existing treaties.
It Is hard to find any Justification whatever for the adoption by the United
statess of such a policy, which Is as dishonorable as It is shortsighted.

J HOSWELL MAOILL.

CHICAo ASSOCIATION OF COMMERCE AND INDUSTRY,
Ch Icago, IlL., April 26, 1062.

11n. IIAIYV P. flynn,
Ph aitrman. Mel ate Fhiamice Committee,
V.P. Renate, Washnlgtoll, D.O.

)IAHa SESAToR BYRD: I am writing to express the views of the Chicago Asso-
cition of Commerce and Industry with respect to certain sections of the revenue
lill of 1002 now being considered by the Finance Comnmitte. It will be alp
preciated If this letter may be made a part of the record.
Sections relathIn to the taorat lo o1 foreign source Income

Tite asselatilon strongly opposes any revision of the tax laws which will
place U.S. controlled corporations or U.8. citizens af a competitive disadvantage
in the development of foreign trade. The association, accordingly, OPmses
section 0 of the hill wherein certain foreign source Income would lie treated as
distributed Income for U.S. tax mrlixses. It opposes section 12 relating to
the taxation of U.S. citizens with bona de foreign residlenes. It opplses
sectInn 13 by which the treatment of so.called base companies woulhl be so
drastically change, and It opposes section 10 under which ordinary Income
would be recognized upon tie liquidation of it foreign subsidiary, A full state.
nuent of the position of the association relative to the taxation of foreign source
Income is appended to this letter. lVe urge Its careful consideration.

,Setlou 2, Oredit for Inveecstntnt In. certain deprelable property
The association opposes section 2 of the bill and urges that it not be adopted.
The Investment credit Is a subsily and In the opinion of the association the

ta. laws should not be used to subsidize a particular Industry or group of
taxlyers. If a subsidy is adopted, other taxpayers will, quite naturally, urge
the passage of parallel relief legislation of benefit to them.
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The Investnenit credit 1I discriminatory in application since It benefits olly
taxpayers Investing in qualified depreciable property us contrasted with tax.
pItyers II('reasilg Investments lit Inventories tiiid accounts receivable, and tax.
Ioayers who must acquire itidlitional personnel instead of machinery and eqilp.
antint to expand their business. Moreover, the investment credit would not be
anil lietive to taxpayers who have Just completed modierimzilg their machinery
and elUpll'mIlt or to those who are planning a modernization with or without
the credit. The former would be discriminated against; the latter would receiveit windfall.

The association believes very strongly that the allowance of more liberal
(i, ipre(lation by statute would encourage business expansion and additional
Investment in machinery and equipment. Whether or not this can be i)rovidl
for now, however, it believes that the investment credit Is unwise and nnde.
sirable.

If the investment credit, nevertheless, Is enacted, It Is tile consensus of
the directors of the association that It should apply equally to public utilities,
and that Its purpose should be spelled out clearly in the bill or in tile Senate
finance Committee report for appropriate guidance to management and their

As to tile first point, there is no logical basis for treating utilities less favor.
able than other businesses, especially whore the utilities are competing actively
and11i continuously with nonregulated Industry that would qualify for tile In.
vestaient credit. A9 to tile second point, it should be made clear, assuming this
Is the view of the Finance Committee, that the tax credit is not intended
ariticially to Intrease profits from operations In* the year the investment is
mado and the credit taken thus distorting profits, and presumably stock values.
by overstating them.
,eoion 3 Appearances, tc., tolth respect to legelation

The association supports the view of the House Ways and Means Committee
that "the present bar on deductions with respect to legislative matters nust
lie niodllf(Nl to place presentations to the legislative branch of Government on
substantially the same footing In this respect as that with the other two
coordinate branches of Government." The association also agrees with the
(o.nmittee that, "It Is desirable thait taxpayers who have information hearing
oi the impact of present laws, or proposed legislation, on their trades or bull.
nesses not be discouraged iln making this Information available to the Members
of Congress or legislators at other levels of government."

To the extent that section 8 liberalizes the deductibility of expenses in the
lobbying area, It Is commended. However, the association believes that tile
format of section 3, with Its requirement of proving that legislation Is "of direct
Interest to the taxpayer," Is apt to give rise to controversy and hair-splitting
leflnitions entirely unnecessary due to the long-established rules as to what

constitutes an "ordinary and necessary" business expense. The addition of a
new test will serve only to confuse the taxpayer and the Individual Internal
Revenue agent, promote confusion, and foster unequal administration of tile
tax laws.

Further, the association Is opposed to the concept that any taxpayer who
pays dues to a business organization must determine what portion of Its aetiv-
ities aire of "dlrect Interest" to hin and what portions are of only Indirect Inter-
est to him, though of "direct interest" to some other member of the organization,
with only n )roportionate part of such dues being deductible. If the language
of the present section 8 contains any Implication that this Is, or would become
tie law, the association strongly opposes such language.

The association rec6nmends that the approach of section 8 be modified. If
the section, rather than attempting to define what lobbying expenses are de-
ductible, took the position that no ordinary and necessary business expense
would be disallowed as a deduction merely because paid or incurred to support
or oppose or otherwise Influence legislative action, the Intent of section 8 would
be carried out within well understood guidelines. Taxpayers are familiar
with the meaning of "ordinary and necessary" business expenses and any so,
called lobbying expense which falls within such category should be allowable
as a deduction.
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Section .4. Disallowance of certain entertainment, 0t0., ca'pensce

Tile association opposes section 4 In its entirety. In particular, the associa-
tion is opposed to the proliferation of tests to be met in determining whether
a given expenditure is deductible or not. Under the proposed legislation, not
only must an expenditure constitute an ordinary and necessary business ex-
pense, but it must also, If related to an activity, be directly related to the active
conduct of the taxpayer's trade or business. If related to a facility used in
connection with an activity, the taxpayer must show that the facility was
used primarily for the furtherance of the taxpayer's trade or business and also
that "tile item was directly related to the active conduct of such trade or busl-
ness," Traveling expenses must not only be ordinary and necessary but
reasonable,

The association urges that the addition of the above and other tests embodied
In section 4 will introduce Into the law now requirements, standards, and dis-
tinctions which will be extremely difficult of administration, will prove a fer-
tile source of litigation, and will almost certainly give rise to unequal treat-
ment of taxpayers by revenue agents with different understandings of the scope
of the tests,

The association believes that tie existing statutory requirement that an ex-
ienditure be ordinary and necessary, when accompanied by improved reporting
nuder rules promulgated by the SecrPetary, can best serve the business community
of the Nation by eliminating the abuses which may have occurred tinder loose
standards of reporting and rccordkeeping, while at the same time avoiding the
Introduction of numerous new, confusing, and, In all probability, unworkable
standards, and distinctions into the law. Certainly the effect of the new re-
porting standards and of automantle data processing should be fully known before
it radical change be made in the established law.
tPeotti 14. Gain from dtspositions of certain deprooiable property

While the profit on the sale of depreciable personal property Is In many cases
due as much to inflation as to an excess amount of depreciation deductions,
the association, subJect to the qualification noted below, does not oppose the
enactment of section 14, so long as It Is not modified to apply to real estate. It
urges, however, that concurrent with the enactment of section 14, depreciation
rates should be liberalized by statute so the distorting effect of future inflation
will be minimized.

The association Is opposed to that provision In section 14 which would tax
gain from the sale of assets following the adoption of a plan to liquidate a
corporation within 12 months under section 337 of the Internal Revenue Code.
This section was adopted to facilitate corporate acquisitions, particularly where
the acquiring corporation wished to have the purchase price reflected In the
depreciation base for such assets. Smaller taxpayers will be hurt by the enact-
mient of thiml provision. While it may not be reasonable to recapture at ordinary
income rates the gain resulting from the sale of depreciable personal property
in the ordinary operation of a business, there is no reason to extend this provi-
sion to the point of destroying the usefulness of section 887.

ecetlo. 19. U11ithholding on interest, dividends, and patronage dividends
The association is opposed to the provisions of this section and urges that

It not be adopted.
The detailed withholding proposals place substantial burdens on corporations,

banks, and other paying agencies, persons holding securities as nominees, invest-
ment dealers, stockbrokers, end others performing vital functions In the secu.
ritles market. Taxpayers now conscientiously filing complete and proper returns
would have added burdens, not only in return preparation, but In securing
refunds. Taxpayers entitled to refunds would, for a time at least, be deprived
of funds which are properly theirs and should be available for their use. These
additional burdens upon the Nation's economy would not be negligible and should
not be Imposed,

Even if some dividend and interest Income is Improperly escaping taxation,
the withholding proposals would not assure correction of the problem. The pro.
posals would accelerate cash collections by the Government, but the amount of
net increase in tax revenue is seriously to be questioned. Detection of Improp-
erly unreported dividend and interest Income will continue to be dependent upon
enforcement procedures now In existence, or Improved procedures quch as auto.
matle data processing,

$2100-62-pt. 7-15
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If, however, the withholding proposals should be enacted, tile association utgeIs
that provision be made for reimbursement of-the various withholding agents
for the heavy adtdtlonal costs which would thereby be imposed ulmn them. It
Is serious enough that it person be required, without compenmatioll, to net Its t
tax collector for the Government; It Is obviously unjust that he also be coi*.
polled to Incur unrelimbursed expenses while so acting.

Repeat of dividend exclu8imo and credit
In his statement to the Senate Finance Committee on April 2, 1902, Secretary

Dlillon recomnneded repeal of the $50 dilvidend exclusion and 4 percent ltvidnld
credit.

The association is strongly opposed to this Treasury proposal,
Tile sections of the Intermnl Rtevenue Code providing for sleclal treatment of

dlivhlend Income were enacted in 1954 after extensive study. The purpose was to
recognize, thought to it limited extent, tile Inequity of subjecting income of cor.
porations to double taxation-the corporate tax when the Income is earned and
the Individual tax when distributed as a dividend, The $50 exclusion and 4 per.
cent credit do not eliminate, but do somewhat alleviute this double taxation of
Income, and are sound in principle, Their repeal would be equivalent to a tax-
rate increase for all shareholders, which cannot be jumtIlled under the objective
of IIR. IOM1O stated as being "to eliminate certaill defects and Inequities." Re-
peal would further accentuate an Inequity which now exists,

Sincerely and respectfully yours,
EDWARD C, LOiEmIm, Pre8ident.

APPENDIX TO STATEMI'NXT OF THE1 CuIrCl¢o ASSOCIATION OF COMMEiiCE AND INDi114TIRY
ltiLATIVIR TO TIMI T.%XATIO.V OF FOREIGN INCOME .

The Chicago Assoclation of Commerco anl Industry has always been vitally
interested In foreign trade and over a long period of time has engaged Jin many
activities to promote foreign trade and Investment. Recently an Export E was
awarded to the awiocintlon by President Kennedy in recognition of tho assoca-
tlion's activity In promoting exports.

As part of its Interest. in foreign trade, the association has reviewed those
lrovlisons of I.t. 10630 which relate to foreign source Income. The association
feels that the l)rolmsals whereby subpart F income would be treated as Inconme
under section 482, the treatment of so-called base companies, the Imputation of a
dividend to the extent of earnings anl profits when a foreign subsidlary Is
liqulated, and the provisions relating to the taxation of U.S. citizens with a
bona fide foreign residence, are unsound. The association feels that these pro.
posais are unsoun(i for a number of reasons:

(1) From it technical tax standloint, tile )roposals break with the principle
that the separate entity of a bon. file foreign corporation with substantially opera-
tions should be recognized.

(2) Investments by U.S. (concerns in foreign companies results In Increased
American exports and Jobs and facilities kieplng abreast. (if foreign technical
developments.

(3) The competitive position of U.S. corporations will be weakened In relation
to the position of corporations of other Industrial nations.

(4) The balance of payments of the United States will be affected adversely
by the discouragement of foreign investments and trade.

(5) Retaliation by other countries Is inevitable because the provisions vlolnted
tfe spirit of many tax treaties and many foreign countries will feel that Ameri-
call tax laws are being given extraterritorial effect.

(6) There are many administrative dflicnlties whieh will be created by the
proposal..

(7) The change In the method of taxing income of U.S. citizens who are bona
ide foreign residents will force the control of many US. Investments Into the
hands of foreigners.

The association does not wish to make detailed statements in connection with
all of these points, but does wish to summarize its thinking briefly.

CcANG OP WoNOBTANDIZG TAX PRINCIPLES

For almost 50 years the separate existence of all corporations, domestic and
foreign, has been recognized for U.S. tax purposes, except In a few isolated
situations which were peculiarly abuse areas. However, the effective disregard
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of the separate existence of a foreign corporation has now been carried over
and applied by 11.R. 10050 to legithnato operating companies which have sub-
stantial activities and employees and which over the years have produced sub-
stantial dividend, royalty, interest Income, and other benefits to the United
States. These principles, if adopted, inevitably would be extended to domestic
cor orations as well.

The somewhat fantastic suggestion has been made by tho Treasury Depart.
ment that many of the activities now conducted by foreign corporations could
Just as easily be conducted by a U.S. corporation through branch activities. The
short answer to this suggestion Is that the overwhelming majority of American
businessmen experienced in foreign Investments and trade have elosen to
utilize a foreign corporation for sound business reasons, Including, among
otlier things, limited liability, facilitation of dealing with foreign governments,
and partlelpaton by foreign capital where desirable. Mony of the comparatively
few branch operations of U.S. cor' '00 it. :!1 ', t?01 extractive 11Pi:':! m.'*:,
of these result front 11.8, tax comsiderstiotns relative its pesrcentage delilohi;.

Many foreign countries require use of corporations torined under their laws
and even where there are no legal requirenents, there are any Intangible and
nationalistic reasons why a corporation formed In a foreign country is more
desirablle than a bra nch operation. Boards of directors of U.S. corlortiolls,
Including largo publicly held corporations, do not wish their U.S. assLets sub.
jeeted to liabilities Incurred lit it foreign country anl adjudicated by foreign
courts.

BALANCE OF PAYMENTS

Foreign Investments by 17.8. corporations produce many foreign sales which
would not otherwise result because the foreign subsidlarles buy products manu-
factured by either tile domestic parent or by unrelated U.S, concerns, Foreign
subsidiaries may pay royalties to the U.S. parent for know-how and patents, as
well as making payment of dividends to their U.S. parents. All of these Iteums
return substantial amounts of dollars to the United States In excess of any
dollar drain caused by foreign Investments,

11.lt. 10(050 Ignores the facts that. when a dollarr cones Into tile United States
by way of a foreign purchase generated through a foreign subsidiary, the full
dollar is added to the U.S. balance of payments and that the profit element
therein Is a small proportion of the roller, The Treasury proposals are con-
centrated on taxing the profit element, which night he 5 cents, while Ignoring
the remaining 95 cents of dollar earnings which represent goods or services of
U.S. origin. In the Treasury's zealousness to protect the revenues and tax
the 1; cents of profits in the example, It loses sight of the 95 cents which Is added
to the U.S. balnnce-of-payments position.

COMPETITION OF FORIO(N CORPORATIONS

If the proposals embodied in 11.1. 10050 be enacted, American industry will
be at a substantial disadvantage in International trade and busines.q. Foreign
activities of the U.S. corporations, whether they lie sales, licensing agreements,
royalties, or direct investments in manufacturing enterprises, are governed
by sound business considerations. These business considerations relate to oh.
taMinng or retaining access to a large foreign market, facilitation of keeping up
with foreign technological developments, and many other factors. It seems clear,
for example, that over the next 20 years many technological improvements
will he made in E4urope and American corporations will want to lie on the scene
to keel) up with these developments, as well its take advantage of the rising
EMiropean standard of living and trade.

However, in all these activities U.S. corporations vill be placed at a substantial
disadvantage by the punitive tax system imposed by HR. 10650. Tlhe latter
is based on the premise that most foreign Investments are dictated by tax
consid erations, something which is not true in the experience of the Chicago
Association of Commerce and Industry. One very Important factor In maintain.
Ing a competitive position Is the raising of capital and H.R. 10050 would make It
extremely difficult for a U,S. corporation to raise capital because It will lie coin.
peting with foreign concerns which pay a much lower tax burden and thus have
more of their earnings free for reinvestment.

No other major industrial country in the world relies as heavily on income
taxation as does the United States. Under the tax systems of our principal
Industrial competitors, sales or other excise taxes tend to form a larger part
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of the tax base. This Is particularly true of 1tFranve am Italy, but Is ulso
true of such high Income tax countries is West Germany and the tUited King-
dor, which derive substantial revenue from turnover and purchase taxes, A
foreign affiliate of a U.S. corporation will, of course, be subjected to all of the
sales and other excise taxes of the foreign countries in which it operates.
At this poilt the U.S. corporation can compete with corporations of other
countries who are subjected to the same burdens. However, on the Income tax
level the foreign corporations will pay only the corporate income tax levy Il
that country, whereas the American corporation will, In most Instonees, have
to pay a full 52 percent tax rate. This will mean that the foreign competitor
will have available as free capital the difference between the foreign ilcoe
tax rate and the U.S. income tax rate.

Foreign countries recognize, and in many Instances, encourage the use of what
has been describedd by the Treasury as "base" corporations, either as sneh or
through domestic tax laws. For example, the United Kingdom has a category
of United Kingdom corporations called world trade corporations while are cor-
porotlons engaged In foreign trade and investment and which are completely
free of the United Kingdom taxes as long as the funds are used abroad. Incl-
dentally, it may be noted that the United Kingdom has had a severe balance.
of-payments problem for many years and Is a very experienced country In
foreign trade and Investments. The United Kingdom authorities ind Parlia-
meat recognize the importance of not only not taking any punitive tax measures
against foreign source Income, but of doing )lust the reverse, I.e., giving substantial
tax benefits because of the overall gain to the entire United Kingdom econoniy.

In addition to the Uilted Kingdom, other Ieuropean countries recognize base
companies and/or have special tax provisions. For example, the French, the
Dutc , the Belgians, the Itallans, and the Germans all recognize that Swiss
corporations can le formed which purchase the production from a manufacturing
enterprise in one of these countries and sell It in other countries with part of
the profit going to the Swiss selling company, where it is taxed at a comparatively
low rate. The Swiss selling company can use its profits to build up the produc-
tive facilities in any part of the Common Market area. Substantially all Euro.
pean countries have some benefits for foreign source income. For example,
Belgium has a maximum tax of 12 percent on Income from foreign sources and
the Dutch have a complete exemption for any foreign source Income which has
been taxed In the foreign country, Here again the Dutch and the Belgians are
very heavily dependent on foreign trade and Investments and very experienced
In these fields, It would seem folly for the U.S, Congress to adopt a policy
directly the opposite of the most experienced of the western democracies in the
foreign trade and investment area,

In Its mistaken zeal to overprotect the U.S. Government revenues, the Treasury
will In fact Ie beneftling the tax collectors of various foreign countries. In the
example of the base company listed above, the Swiss base (oml)ally would save
taxes mnd ultimately when the fitjnds of the Swiss company are remitted to Its
U.S. parent, the U.S. Government would receive more in taxes because of the
lesser foreign tax credit. It seems unrealistic for the U.S. Treasury to force
members of the Chicago Association of Commerce and Industry to pay higher
taxes to foreign governments and lower taxes In the long run to the US. Govern-
ment. At nil times the members of the Chicago Association of Commerce and
Industry have nrrnnged their foreign affairs to minimize foreign taxes and thus
Increase U.S. taxes after consideration is given to the foreign tax credit, even
though some foreign government officials have suggested that the U.S. corpora-
tion should "not care" what the foreign tax rate Is as long ns It does not exceed
52 percent.

nt:TAt.ATlOx INIITAnILE

The provisions of 11.R. 10050 violate the spirit of tax treaties executed by the
United States with many other counttles. In addition, the provisions relating
to allocation of Income, information reporting, and recordkeeping will be resented
by many foreign corporations as extraterritorial U.S. laws. For example, where
a U.S. businessman has a foreign partner, the activities of the foreign corpora-
tion may be covered In part by the provisions of H.R. 10050. something the foreign
partner inevitably will resent.

The thrust of H.. 10(50 is to Impose U.S. tax accounting principles on foreign
corporations, again a principle which the hos4t country may and almost Inevitably
will resent,
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H.R. 105 goes so far as to provide that If there Is nny conflict between Its

provisions and any tax treaty, that H.R. 10650 Is to prevail. This Is a pro.
vision which even the Treasury does not now support. However, the fact that
such a provision had to be inserted Indicates how serious a problem will be
created in dealing with our European NATO allies, the Canadians, and other
friendly nations.

ADMINISTRATIVE DIFFIOULTIES

The enforcement of H.R. 10050 In many ways will be a "nightmare" for both
the Treasury and taxpayers. As noted above, H.R. 10650 purports to Impose
U.S. tax accounting principles on foreign corporations which in many instances
will require the foreign corporation to keep a second or even a third set of books.
The methods by which this Is done and how the Revenue Service will examine
such second set of books is not apparent.

The provisions of H.R. 10050 relative to allocation of income are fraught with
many dangers. It would appear that they invite numerous disputes between the
Revenue Service and taxpayers, in which the taxpayers will feel that the
Revenue Service is being arbitrary and capricious. It should be noted that the
allocation problem is by no means limited to the foreign area because the amend-
ineats to section 482 are general in nature and coulTdbe applied in any context,
including a domestic one.

Another administrative difficulty relates to the necessity of "grossing up"
with all of Its attendant difficulties. In many instances it will be difficult for
the U.S. corporation to execute the various information returns which are re-
quired by H.11. 10050 of U.S. citizens abroad.

TAXATION OF U.S. CITIZENS RI.SIDoIN ABROAD

Members of the Chicago Association of Commerce and Industry have learned
by very painful experiences that if an American corporation is to have sub.
stantial foreign sales and activities, it must have reliable employees on the
spot abroad. These employees produce many benefits for the U.S. economy as
a whole, Including the increase of sales of U.S. products, obtaining technological
Information In the foreign area which may be usefrl to Its U.S. parent, etc.
However, to operate any foreign business the problem faced domestically of
obtaining competent personnel is increased many times over. It seems naive
to believe that the United States can have substantial foreign sales and activities
without having many American citizens residing abroad.

However, H.R. 10050 limits the tax benefits previously accorded to the earneol
Income of bona fide foreign residents in a number of ways.both by applying a
dollar ceiling and by taxing pension benefits received by American citizens,
even though the benefits relate to foreign service. The benefits presently ac-
corded recognize that U.S. citizens living abroad do not receive the same benefits
as citizens living in the United States. Such citizens do receive some benefits
from the U.S. Government and do pay some tax; i.e., a tax on their unearned
Income. No reason has been advanced as to why the citizens residing abroad In
1003 will receive any greater benefit from the U.S. Government for which a tax
should be Imposed than they did in any earlier yoar.

Tho Chicago Association of Commerce and Industry feels that It is extremely
unwise for the U.S. Government to take steps which will inevitably result in
placing control of ninny of the foreign activities of American corporations in
the hands of foreigners who will occupy key positions because it is not practical
to employ American citizens in view of the limitations on the tax benefits here-
tofore applied.

As noted above, all foreign countries rely to a much greater extent than the
United States on sales and excise taxes. American citizens residing abroad
pay, of course, all excise and sales taxes and in addition pay the foreign Income
tax. H.R. 10050 will In large part force such a citizen to pay U.S. Income taxes
ns well. It seems unwarranted to impose such harsh burdens on those living
abroad who promote the best interests not only of their corporate employer,
but of the United States as a whole.

Another factor which should be noted is that many Industrial countries pro-
vide benefits to their citizens who reside abroad and again the fact that the
U.S. corporation will have a more difficult time' obtaining American citizens
who will work abroad will place the U.S. employer at a considerable disad-
vantage.
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STATEMENT O TlE CO MuTTxx ON TAXATION OF THE MANUVAOTUREM ASSOCIATION
OF TIE CITY OF BRIDOKPORT, CONN., INO.

To the Oharman and Members of the Senato Finance Commitee:
The ,Manufacturers Association of the City of Bridgeport, Conn., Inc., is

comprised of about 100 manufacturers in the Greater Bridgeport labor market
area,

Its committee on taxation has been one of its most active policy formulating
and policy implementing committees and has appeared before your honorable
committee periodically since Its formation in 1950.

Member manufacturers of this association are engaged primarily in the pro-
duction of machine tools, machinery, raw materials such as copper, brass, stain.
less, tool and other specialty steels, wire and cable, metal components for other
manufactured items, and a sprinkling of hard and soft consumer goods.

As passed by the House, the Revenue Act of 1002, now the subject of consid-
eration by your committee, seems to provide primarily for increased taxation
rather than for "a credit for Investment in certain depreciable property."
Taw Incentives for modernizaton and (expanion

The bill before you today falls to provide any really Uesful or valid formula of
tax incentives which would genuinely stimulate modernization and expansion of
American industry or other types of business enterprise.

Due to the threatened loss of Federal income deviously calculated by the
Treasury Department, the original formula has been so emasculated as to be vir-
tually meaningless.

It has shrunk from the Initially proposed 15 percent plus to a mere 7 percent
with certain restrictive limitations.

It Is now only a "glinmick"-a snare and a delusion.
The.Treasury Department and business management have long recognized the

urgent need for providing adequate depreciation geared to modern industrial
progress.

This tax credit Is more of a "one shot"-"hit or miss"--variable. It does not
provide for sufficiently liberal depreciation allowances essential to substantive
economic growth.

It certainly further complicates present tax laws, which are In dire need of
clarification, and might well result In long years of frustration and litigation.
Ewtenseon of tao withholding to dividend and interest income

In view of the impact of this proposal to tax all savings and investment income
on all who practice thrift-regardless of their economic circumtance -it is
questionable indeed as to whether it Is necessary to burn down the barn to kill
the rats.

This proposed tax strikes at the basic American freedom of the right of the
individual to freely, accumulate, own, hold, and enjoy the benefits of private
property.

Stch taxation would result in the confiscation of income which may never be
due the Government and for which no records are supplied the payee.

All too many average citizens would suffer permanent loss of withheld income
due to their lack of comprehension of the procedures for the computation of
amounts over withheld and for filing claims for refund.

Despite proposed exemptions for those under 18 years and those having no tax
liability, and for quarterly refuids for those with limited incomes, the practical
result would still be the 1002 version of robbing the widows and orphans and
denving the poor the needed crumbs from their own loaf of bread.

We would cite an actual example of the effect upon a retired man-age about
70-based upon his 1001 tax return.
Income:

Dividends received ---------------------------------- $2, 800
Dividend crediL --------------------------------------------- 100

Total ------------------------------------------------ 2,700
Interest --------------------------------- 800
Pension -----------------------------------------........ 1, 200

Total income -------------------------------------- 4.700
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1)eluctona:

Contributions -.....- $200
Taxes: Real and personal property, sales, gasoline, auto reglstra-

tion, etc -------------------------------------- 00
Medical - ------------------------------------------- 0

Total deductions --------------------------------------------- 1,200

Taxable Income --------------------------------------------- 8S 5W(
Exemptions: I4an andl wife over 05 -------------------------- 2400

Base for tax computation ----------------------------- 1,100

Tax at 20 percent ------------------------------------ 220

Credits:
Dividends received credit- . ------------ 108
Itetiremnent credit -------- - ------------ ------------ 100

Total credits - ---------------------------------- ------ 208

Tax payable ------------------------------- --------------- 12
Applying the p posed withhol rovis ns we the $3,00 to I of dlvi-

dead and Interes income woul redu mdi ally by $70.
To retrieve tia need f wh h ont $12 Is to the.Govern nt-he

would have to le four q rterly clat s for r n . I the come was ue in
equal amount each quart 'ou e a clal f refund o $177
every 8 mon 9.

Almost an slight misfortune du In and edi I ex nee or Iner sed
property ta would I t thi ret taxpayer In ntaxab e status a to
terminate awithhok e wo d a f emotion rtificates ith
15 sources dividend and li Interest.

With the w electr Ic coin to Trea apartment ow
in sight, th re is no v lid reas for the kjWlhholding of dividends and
Interest.

Financial nstitutions coul epo accu ely o whom interes and
dividends w e aid-J at a empi mployee wings-a the
Treasury cou then ace toly deter amo nt o ustly du from
each taxpayer.

Individual fr oms would b ected a d the onor o ur AmerI n Gov.
ernment would t be sacrifice to satisfy bi ppetite of pending
Federal Governie t expenditu
Nimitain far do l on subsidiary op actions in indfastra ed countries

and of tax haven o0 oration
In earlier testimony e the House Committee om s and Means we

clearly stated our reasons posing the taxation rtain undistributed
earnings of controlled foreign co ho & # called el ton of de-
ferral provision devised by the Treasury Department.

Briefly, opposition was based on the fact that: (1) U.S. Indiv and corpo-
rate taxpayers would be taxed for undistributed earnings of foreign industrial
enterprises from which there had been no constructive receipt of dividend pay-
ments, and (2) there Is an Inherent danger too grave to be overlooked that this
same principle might also be applied to the undistributed earnings of domestic
American corporations.

However, there It another serious problem posed in the proposed amendment
to Reetion 482 of the 1954 revenue code.

In the course of conduct of legitimate International operations, domestic cor-
porations often find it necessary, In complying with duty impositions of those
countries in which foreign subsidiary corporations are domiciled, that to price
merchandise In such foreign market competitively, It Is essential that they sup-
ply certain materials and goods at other than armi length prices."

The proposed amendment would leave the final determination of "arms length
prlcWs"to the Internal Revenue agent and could easily result In not only endless
controversy but In the double taxation of so-called shifted Income resulting from
wholly legitimat6 foreign transactions.

BEST AVAILABLE COPY
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'e uIlpreclate your consideration of these observations and trust that your
committee will not approve temporary expedients which may Impair tile 11dop-
tion of vitally needed fundamental tax law revisions.

RoKWEI.i MANUFACTURING CO.,
Pittsburgh, Pa., April 18, 1002.

Hon. HARRY FLOOD BYRD,
Ohalrman, Finance Oommittee,
Old Senate Offieo Building, WasMington, D.O.

DEAR SENATOR BYRD: I have just finished many, many hours of study on those
sections of House bill 10050 which affect foreign earnings and investments and I
have spent numerous hours attempting to explain to our management the il.
pact of this bill on our foreign Investment programs. I relate this fact not in
any attempt to establish my expertise In this matter but to emphasize that this
bill Is so difficult, so complicated, and so fraught with hidden dangers that If
it becomes law It will be Impossible for business to Invest and operate fi foreign
markets with any realistic degree of freedom or certainty.

This bill represents either the most purposeful but Insidious attempt of the
Government to regulate and control a large segment of American business or
else it represents a complete lack of realism in failing to recognize the impossible
burdens put upon the owners and managers of legitimate American businesses In
making day-to-day decisions in the field of foreign operations.

Before commenting on specific sections of the bill, I first want to reiterate
our basic belief that any tax legislation which takes away the tax advantages
of doing business through foreign subsidiaries located In low tax rate countries
will adversely affect our company's planned program of investing in manufac-
turing plants in so-called less developed countries as well as in Common Mhtrket
antd other foreign countries,

There are many legitimate business reasons why we operate in foreign coun-
tries through foreign subsidiaries rather than through branches of a U.S. con.
pany. The development of our foreign market is like the development of any
new business. In the beginning every dollar of earnings is needed to reinvest in
the business to build a strong financial foundation to weather lean years. The
stronger this foundation the greater the growth and the quicker the return on
investment to the owners.

To assure the continued sound growth of our company, it is absolutely neces-
sary, to develop the world market for our products as quickly as possible. The
rate and method of development are not the same in all parts of the world. In
some areas we ar6 ready to develop manufacturing and sales facilities, in other
areas licensing arrangements, in other areas more extensive distributlon outlets,
and in other areas joint local participation is one or several of these activities.
The Department of Commerce figures on inflow and outflow of capital reveal that
this sort of world market development returns a greater inflow or return of
capital than what was originally expended.

Instead of developing better administrative enforcement techniques for exist-
Ing adequate tax legislation this bill creates a legislative straitjacket by
(developing arbitrary mechanical tests that may have little or no relation to
actual business realities. In addition to sacrificing broad concepts of reasonable-
ness (inherent to some degree in the present tax code) in favor of arbitrary
mechanical guide lines for purposes of administrative efficiency, other provisions
of the bill are out-and-out vindictive and penal in nature.

It is completely unrealistic to assume that any business can operate with
reasonable certainty and decision in the international field when it is confronted
with the proliferate and esoteric guide lines of sections fiand 13 of the bill. There
is an Insurmountable burden placed upon a U.S. investor to know the nationality
or residence of all shareholders on every day of the year of all companies with
which the U.S. investor may have any direct or Indirect investment.

This bill also invites the U.S. Investor to make unwise Investment decisions,
in order to avoid or take advantage of the tax deferral concept, by investing
In less-developed countries prematurely. Any time investment decisions are
made due to artificial economic stimulants we are inviting investment disaster.

Equally artificial, is the formula device for determining the allocation of income
between a controlled foreign subsidiary and Its U.S. parent. Section 482 of the
Internal Revenue Code gives the Commissioner ample authority to adjust any
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distortion of income resulting from a "controlled" position. Under present see-
tion 482 the Commissioner may look at all factors to determine whether a con.
trolled taxpayer Is on a tax parity with an uncontrolled taxpayer. The standard
to he applied In every case Is that of an uncontrolled taxpayer dealing at arm's
length with another uncontrolled taxpayer. This standard has no relation to the
relative financial strength or size of the contracting parties. Just as competitive
conditions In U.S. markets may require a selling corporation to reduce Its profits
In a particular transaction or conversely require a buying corporation to pay
niore for the product purchased than it might otherwise, competitive conditions
In foreign markets may require the same marketing concessions. A taxpayer
should be given the opportunity to Justify his Intercompany pricing in any
plrticular transaction questioned without being bound to an arbitrary formula
which may or may not have any logical relation to the transaction Involved.
Proposed section U, as a practical matter, effectively eliminates any ad hoe
determination of allocation except under the guide lines of the mechanical
standards sot forth fi the bill. It Is Interesting to note that the standards set
forth In section 0 (1o not even mention competition as one factor to be coimsld.
('red and yet competition Is the mainstay In any business determination In
establishing prices.

Even assuming arguendo that it is desirable to stop certain abuses in so-called
tax haven countries, there is absolutely no Justification to penalize the present
legitimate foreign business operations by changing our total concept of capital
gains In order to tax accumulated earnings of our foreign companies at ordinary
Income tax rates whenever the earnings are distributed or realized by the sale
or exchange of the stock or by the liquidation of the foreign company.

I would hope that Congress would feel morally obligated to recognize the fact
that for many years our present tax system permitted the type of foreign in-
vestments which have been made. Within tis tax and corporate framework
our Government encouraged and solicited American business to invest abroad.
At that time there was no Indication that the ground rules would be changed
retroactively. Anyone who has a sense of fairplay would recognize the un-
Justifiable decision to treat the distribution of past earnings as ordinary income.
This provision of the law has nothing to do with discouraging future foreign
Investment; it is a penalty for past legitimate investments encouraged in no
small part by the present and past administrations.

Even conceding, for the purpose of discussion, both the constitutionality of the
proposed' legislation and that it is in the public interest to tax so-called un-
reasonable earnings for foreign subsidiaries, the criterion to be used should be
that which is presently in the Internal Revenue Code; namely, whether or not
there has been an accumulation beyond the reasonably anticipated needs of the
business. This criterion is fair, equitable, and has both legislative and judicial
precedence. It does not, however, arbitrarily eliminate the planning of new
product lines or conglomerate business expansion.

I respectfully disagree with the legislative drafting philosophy exemplified in
this bill that predictability and certainty can only be achieved by statutory
proliferation and detail. The attempt to limit the area of judicial interpretation
and administrative discretion will create more problems than it will solve. I
sincerely believe that the passage of House bill 10850 will only lay the ground
work for continued Government Interference and control in our free enterprise
system not for the purpose of correcting abuse but purely for the sake of control
itself. I also believe that passage of House bill 1084 will have a detrimental
effect on this country's ability to compete in foreign markets. I urge, therefore,
the defeat of House bill 1050.

Very truly yours,
JROMs A. EarY,

Manager, Taw Planning.

NPw YoRK Coummr LAWYRs AssocIAuON,
PeNow York0, MY., Api 18, 106t.Hon. HARRY F. Bxmw,

Chairman., Ooamitttee on Finance,
U.S. Senate, Washington, D.O.

DEUw SENATOR BYRtD: The Committee on Taxation of the New York County
Lawyers' Association has considered HR. 10050, revenue bill of 1002, and
encloses herewith, in duplicate, a copy of Its report thereon,
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Wet resletI(fully ask that your (,Ollilllitte onshiler the cEm)1ll1nts Incorp)orated
i this report id request that It be inserte(d in the printed record of the herlig
before your cOl11Jfltt4e' o11 the bill.

.Milly I ask tlt it (opiy if the lp'inted hearlig I)(% IItalled to lIle When It 14Ilvallhlh,t lile.ee filly sl llitIod,

HlARRY JANIN,

Nt;w YOliK COUNTY L.AWYEIIS' ASSOIATION REOrOlT No. I-2-11.R. 100.10IWFvf.:NIv, Mu,~ op, 1002

Report of emlmittee oli taxation on 11.11, 100.0, revenue ill of 11)02, which
s( '(-k to iiiielll (he Itlterlill ievellU(e ('ode, I relltioll to credit for ilveit.
meat in certainn depreciaIlhe properly, to eliminate certain defects anl IiI.
equities, lnd for other purposes

ItEOM.MEN)ATION ')ISAIPIIOVAL, M '.lri, AS TO FORM

The committee oln taxation expressly refrains front (,Ominient: on the ol.
sideration of national tax policy which Underline rellny )rovilioll of M1,R.
14010. Attention however Is (lirected to the following aml)iguities and alp.
Iarently unintended rc\sults:

1. The terin "foreign trust created] by a United States person" as defined In
subdivision (d) added to setion 043 Internnl Revenue Code by section 1) of
the bill, may be Interpreted to Include a foreign trust not created by it 1U.14.
person lint to which a U.S. person has inade a (ontribution, however minimal,
It such case, It may le imore equitable to have only a pro tnnto portion of tilt%
distribution treated as tiltn accumulation dltribution within the meainlog of
proposed s(tlon (143(e).

2. Section 11 of I.R. 100.10 would require a U.S. parent corporation clainminig
a foreign tax credit to Include i Ito Income, not only the dividend it receives
from Its foreign subsidiary, but. also the foreign Income taxes laid by the
subsidiary on the profits from which dividend Is derived.

(a) Where the effetive foreign rate exceeds the IU.S. rate, the amendment
would operate to reduce the revenues. In such cases the amount by which
the gross U.S. Income tax of the domestic parent Is Increased by tie iit'olmill
would he less than the amount of the Increase il credit. The credit linmitlon
1s, of course, Intended to deny credit for foreign tax in excess of tie U.S. tax.
However, where the taxpayer receives from one country both dividends and other
Income, such n royalty Income, bearing little or i10 foreign tax, the limiltntion
Is Increased, so tmt the "gro.ssIng tp" proposal would result. lii larger reditm
than under present law. This side effect of the "grossing uip" proposal would
have growing practical imlportnnce as ni Increasing number of T.S. corlorntlom
elect the overall limitation instead of the per-country limitation i order to aver-
age thelr credits for high and low foreign taxes.

(i The "grossing il" lpropsal would have very ndverse effects upon other
tnxl)nyerH having operating loss carryovers. For exnlile, in 10(11 n U.S. eor-
Iiratfon has i net operating loss carryover of $80,000 from t001 onndt no current
Income front U.S. sources. Its wholly owned foreign mubsidiary pays it 10102
dividend of $600.000 representing the subsidiary's Income of $1 million reduced
by Its foreign ineomle tax of $400.(MO. Under present law, the U.8. corlmration
will have both (a) t net operating loss (,mirryover to 1003 of $200,000 (I.e.. Its
earryover of $800,000 from 111(11 less the 10(V2 dividend of .$000.000) ind (M) a
foreign tax credit ,arryover to 1003 of $240,000 (I.e., the foreign tax rate of 40
percent tines the dividend of $000,000).

Under tle grossingg up" proposal, the U.S. corporation would have to choose
between (I) aI net operatIg loss carryover of $200,000 and (II) i foreign tax
credit cirryover of $290,000. More specitleally, If the PT.M. corporation (loes not
elect the foreign tax (redit (and thereby avoids "grossing ilp '). It would pre-
serve Its operating lo.s erryover of $200,000 but would lose all of tile foreign
tax credit carryover of $211,000. If the U.S. eorloration does elect tile forelgni
tax credit (and thus "grosses up1)" the $000,000 dividend to $1 ll1lon), It would
have a net incomte of $200,000 (i.e., $1 million less Its $800,000 operating loss
enrryover from 1001) and thus would have no loss to carry over to 110. Tile
U.S. coriforationi woulld then he deenied to hrlve pald n foreign tax of $400,000
which wolld wipe out Its 1002 U.S. tax of $104,000 (i.e., 5l2 percent of Its $200,000
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net laconic) 1nt( wtuld produce it foreign tax credit carryover to 10112 of $291,00)

l.c., $400.0) foreign tax deemed paid less $10&,O00 thereof credited against
1,.. tax for 11)02).

Fa'ced with these llterlrintives under tle "grossing ip" jiosal, the '.N.
(('rlwJrtiol woul(l plreslmnally loomse tie enlarged foreign Its credit carryover
of $200,000 i preferenep to tie operating loss 'arryover of $200,00. sline, the
hitter eoll result i mlaximlim tx saving of only 152 percet or $104,000.
hlowever, this chice Is by no means inevitable, prtleilarly where ftie U.S.
Iarent uses 1he per(,ountry limitation and therefore(- fn use tie credit (earry.
over only to reduce the T.H, tax on fulre Income from tle oe country y which
gellerals tile excess foreign tax. If that countryy Is a i1gh.tax collntry, it(,
credit carryover may hnve such.l uncertain value that. It will le sacrificed to pre-
serve the $104,00 tax lienefit front operating loss earryover. Ilegardless of the
hol'e aialde, however, It Is iipiarent that ti adverse effect of "grossing up'' Is

for imiore severe thon the mere elimintion of in alleged rate differenthil.
(e) Tcluision of fie foreign subsidiary's Income nay move the 1U.S. parent

corporation from i 80 pe'ent braceket into a Ml2 percent bracket.
(d) By Increasing tile IT.S. parent's Income, "grossing iiip" will affect the lim.

Itation on its charitable contributions tinder section 170(b) (2) of the code.
te) 'Tie 17R. parent's accumulated earnings and profits will lie Increased by

the alllloullt of the foreign taxes paid by the subsidinry with respect to its divi-
deads, This may change the eharaeter of the parent's (listributions.

(f) Since the 8sbshliary's foreign tax Is treated as a dividend to the 1.M.
parent, "grossing tip" may adversely affect the parent's quallfletion as a
Western Hemisphere trade corporation or as a subehapter 8 corporation.

(0) "Grossing ul)" may subject the I'.S. parent to personal holding company
surtax by Increasing the percentage of Its Income from dlivilen(ls. However,
the bill nakes technical changes In section M1(b) (1) which allow deductions
for the foreign taxes deemed to have been )alid under section 002 (a) and (b)
ind thus prevent nn Increase in either "undlstributedl personal holding company

Ineone" or "accumulated taxable income."
The foregoing anomalies serve to Illustrate the capriclous conseences of at-

tempting to niter the foreign tax credit under section 002 by treating taxes paid
by a foreign ubsiliary ans dividends to Its U.., parent corporation.

(M) In conclusion, It may be noted that section 21 of H.11, 10010 provides that,
section 7852(d) of the code shall not ap fly In respect of any nmendlent mle hy
the bill, thim making It clear that the bill Is to prevail over any treaty with which
It may conflict. Accordingly, the "grossing ill)" amendments will prevail over
the provisions of those Income tax conventions, such as article XV(1)(a) of
the convention with Finland, In which the United States unlertook to allow
credits for foreign inetme taxes "subject to Provisions of section 131, Internal
Itevenue Code, as in effect on the date of the entry Into force of this conven.
tion * * *."

8. Proposed code section 0.13 provides several new terms of less than c'ystal
elear meaning. Among other things, the dletiltion of "quitlifled I)roperty" ill-
eludes In proposed code se('tion 953(b)(2)(11)(111) flip amount of fally loa1t
arising In connection with the sale of property which does not excel the amoullt
which would be ordinary and neeesary had the sale been nmde between tin-
related persons. 1imilar references appear in other parts of the hill. It woild
appear to be undesirable to sprinkle this tvp of standard throughout the hill in
the light of the provision in the existing code which gives the commissioner the
authority to reallocate in the came of trmsnetlons between related persons,

4. In proposed code section 0.18(b) (2) (C) (I) the reference to tile active -Ol-
duct of a trade or business by a controlled foreign corporation Is stated in terms
of "only if substalut hIlil, all of tile lproperty * * * is ordinary ai( neeessary for
tie active (onduct of n trade or business engaged In by It shuoat 011111 within n
less developed country * * *." taller supplied.] Tie ise of tie teri "almost
Wholly" is new phraseology and Its meaning is not too clear.

5. Subdivision (a) (2) of proposed section 932 addled to the Internal levenue
Code by section 18 of the hill, excludes from the definition of subpairt V Pineon,
Items Includible In gross Income as income derived from sources within tile
United States of a foreign corporation engaged in trade or butainess in the United
States. There Is no similar exeluslon In proposed section 953 for earnings In-
vested In nonqunlified property.

i. Proposed section 1248 added to the Itternal Rtevenue Code by section 10 of
the bill taxes as ordinary Income gain realized upon tile sale, exchange, or
lquidation of stock of n foreign corporation. There is no exclusion for stock
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of foreign corporations engaged in trade or business In the United States whoso
Income is derived from sources within the United States.

7. Section 7852(d) of the code provides that nothing in the code shall be
deemed applicable which would be contrary to any treaty obligation of the
United States in effect on the date of enactment of the code. Section 21 of
MLR. 10050 amends that section to provide that it shall not apply In respect of
any amendment made by the act,'

It is questionable whether section 21 is as complete as it should be, since it
does not refer to treaties which became effective after the enactment of the
1954 code or to secttion 894 of the code. Section 804 provides that income of any
kind, to the extent required by any treaty obligation of the United States,
shall not be included In gross income and shall be exempt from taxation under
subtitle A, relating to income taxes. That section is somewhat broader than
section 7852(d), which as heretofore noted refers only to treaties in effect at
the date of enactment of the code.

Hection 0(a) of the bill, relating to distributions by foreign trusts, specifically
makes section 804 inapplicable. However, section 804 is not specifically made
inapplicable by section 13, relating to foreign base companies, which leaves an
ambiguous situation. For example, although a number of treaties including
some which became effective after the enactment of the 1054 code, provide for
the exemption of shipping profits, section 952(e) (8), as added by section 18 of
the bill, requires rent (which includes charter fees) to be included In the foreign
base company income without regard to whether it exceeds 50 percent of the
total gross income. Section 883 of the code which grants an exemption to ship-
ping profits along the lines of the treaty exemption also is not referred to In
section 18 of the bill. Thus there is an ambiguity as to whether a foreign cor-
poration, substantially all of whose income arises from charter fees, is brought
under section 052.

If this failure to refer to either section 883 or section 804 was inadvertent and
it was Intended that section 052 would override the exemption, the fairness of
that policy Is open to serious question, In view of the policy reflected by sec.
tion 88 of the code and the similar exemption granted under numerous treaties,
foreign shipping companies had good reason to believe their charter fees would
not be subject to tax In the United States. Accordingly, such companies made
irrevocable commitments for the amortization of the principal of ship mort-
gages or other obligations which require the payment of a greater amount of
cash than will be available after the payment of the U.S. taxes which will be
incurred under the bill.

If treaty obligations are to be ignored under such circumstances, minimal
standards of fairness require that section 18 allow a deduction for Such amorti-
zation of indebtedness as is required by outstanding commitments; of. section
545(b) of the code allowing a personal holding company a deduction for amounts
used to retire Indebtedness incurred before the date of the enactment of the
personal holding company tax.

Respectfully submitted. COMMnITE ON' TAXATION,
HARRY JAXIN, Ohalrnw.

CORAL GADLE8, FLA., April 11, 1962.lilon. HARRY F. flynn,
Ohaormaii- Finance Conimliee,
U.R. Senate, Washlntton , D.O.

DEAR SE14ATOR BYRD: I have been advised that the revenue bill of 1902 inltides
a change in the present section 72(f) of the U.S. Internal Revenue Code cover-
Ing pension or annuity plans for employees resident abroad.

For more than 80 years I lived abroad and earned an annuity under an
arrangement that was tax free In the United States. I strongly urge that the
proposed bill take no action that will modify or change what has already been
earned.

During the last 14 years of foreign residence I lived In Cuba. Here, along
with many others, I saw and felt the Impact of a confiscatory government when
Castro took over, and I, along with others, lost personal possessions through
retroactive confiscatory changes by a communistic government.
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If changes are provided in the code affecting pension and annuity payments,
these changes should not affect what has gone before, because this is Just on-
other part of income tax and income tax changes are not made retroactive.
The same philosophy should apply to annuity and pensions earned and they
should not be retroactive.

I sincerely hope that your committee will reflect carefully any actions that
you may take.

Very truly yours, L. J. BREWE.

Ei)oNT, INc.,
Coehocton, Ohio, Aprll 5, 1962.

1on. FRANK J. LAusoi g,
U.S. Senate, Waehington, D.O.

DEA SENATOR LAVso0lE: We would like to express to you our great concern
about the proposed tax legislation Included in tax bill H.R. 10050 Involving for-
eign subsidiaries controlled by U.S. companies. We are specifically concerned
about section 18 of this bill which provides for Immediate corporate tax on
much of the profits of these subsidiaries. This proposed taxation would be
made whether or not the profits had already been committed for other business
needs. This legislation would greatly affect a relatively small company such
as ours.

We are at the present time building a manufacturing plant In Belgium as we
could appreciate the great potential In the Common Market. At the time we
made this decision our Government gave us every encouragement toward mak-
Ing an Investment In the Common Market. We recognize this as a risk
venture but one that could mean greater security for our stockholders and our
employees in the United States.

Immediate taxation of our profit In Belgium could prevent early retirement of
our debts and further expansion Into world markets. Our competitive position
would suffer and we would be at a disadvantage with competitors In Germany
and England who are already expanding far beyond the Common M1arket com-
tries and Into the United States.

Our expansion into further world markets could be curtailed by this tax
legislation over the years ahead and so reduce profits on which taxes would
ultimately be paid. American business would suffer from competition from
foreign companies who have and will have more incentive to expand in world
markets.

We strongly oppose this tax legislation since It will put American business at
a disadvantage In world markets and could actually decrease potential tax
Income for our Government.

We know that you will give very careful consideration to this proposed legs.
lation and make a decision with your vote that will be for the best interest of all
American business.

Sincerely,

EDMONT, INO.,
C7oehooton, Ohio., Apil S, 1969.

lion. FRANK J. LAUsCEB,
U.S. Senate, Wasingoto D.O.

Sin: We are very much concerned about the proposed tax legislation included
in the new omnibus tax bill, H.R. 10650, which involves foreign subsidiaries
controlled by U.S. companies. Section 18 of this bill provides for an immediate
corporate tax on much of the profits of these subsidiaries whether or not they
have already committed such earnings for repayment of debt, further expansion,
or other business needs. I'm sure you are acquainted with many of the impli-
cations of tiss legislation which have been pointed out by business organizations
and those who are being heard before the Senate Finance Committee. However,
I would like to put down how this legislation would affect a relatively small
company such as our own.

1. A few years ago we began to appreciate the significance of the Common
Market, how It would affect our growing exportbusiness on industrial gloves,
and what it might mean to us in the future promotion of worldwide business.
Our Government certainly gave us every encouragement toward making an
investment in the Common Market and we proceeded to negotiate for property
In Belgium, the building of a plant, and a loan from the Belgium Government.
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It was recognized that this was a risk venture but one that could mean greater
security for the stockholders as well as the employees of our business here
i Oio,

2. We strongly believe that this operation in the Common Market of Europe
will lead to more business for our plants In the United States, This venture
should Increase our total business so much that we will be exporting many more
specialized products from our plant here along with those which are made
and sold in foreign countries.

3. If Immediate taxation of our profits In Belgium prevent the early retire-
ment of our debts and further expansion Into world markets, our competitive
position will suffer and we will be discriminated against In favor of competitors
in Germany and England who are already expanding far beyond the Common
Market and into the United States. For Instance, a formidable competitor In
England Is already expanding on the European continent, Japan, Australia,
8outh America, and Canada. They are negotiating now for an operation in the
United States.

4. This tax legislation over a period of years would curtail our expansion
in world markets and therefore reduce profits on which taxes would ultimately
he paid. Most American business would suffer from the competition of foreign
companies who will have more incentive to expand In world markets.

We strongly believe that this tax legislation is extremely shortsighted. It
will put American business at a disadvantage In competing for world markets.
Eventually It will insure our balance-of-payments problems and actually decrease
potential tax Income for our Government.

Surely those who have promoted this legislation have not looked very far
Into the future. We hope that 'ou will give this serious consideration and
imake a decision with your vote that will be for the best Interests of American
bulsiness.

Very truly yours,
E. D, MONTOMERY, Ohairmai.

(Whereupon, at, 1:35 p.m., the hearing was adjoutrned, to recon-
veneo it 10 n.m., Friday, April 27, 1962.)
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FRIDAY, APRIL 27, 1962

U.S. SENATE,
COMMImrFE ON FINANCE,

Wa8hington, D.O.
The committee met, pursuant to recess, at 10 a.m., in room 2221,

New Senate Office Bull-lin[ , Senator Robert S. Kerr presiding.
Present: Senators Kerr, flouglas, Gore, Williams, and Carlson.
Also present: Elizabeth B. Springer, committee clerk and Colin F.

Stm and L. N. Woodworth of the Joint Committee on internal Reve-
nue Taxation.

Senator KERn. The committee will come to order.
We are happy to have with us to start our hearings this morning

Dr. Dan Throop Smith, who, as one of the former Assistant Secre-
taries of the Treasury, worked with our committee for many years,
in a very effective and able manner.

He is an example of the fact that not all great mental talent moves
from Harvard to Washington. He returned from Washington to
Harvard.

Mr. SmITH. Thank you, Mr. Chairman. It is very nice to have an
excuse to be back in Washington, even on tax matters.

Senator CARLSON. Mr. Chairman, I would like to state that I, too,
am glad that Dr. Smith is with us. We always did appreciate his
testimony. He is a very able taxman and I know I am going to en-
joy the statement very much.

fr. SMTrIt. Thank you, Senator Carlson.

STATEMENT OF DAN THROOP SMITH, PROFESSOR OF FINANOFE
HARVARD GRADUATE SCHOOL OF BUSINESS ADMINISTRATION

Mr. SMITH. Mr. Chairman and members of the Senate Finance
Committee, I appreciate this opportunity to appear before you in con-
nection with H.R. 10050, especially as it relates to the taxation of
foreign income, Needless to say, I do not appear on behalf of any
company or group; I am here solely as an individual concerned with
matters of tax policy, as the chairman's remarks have indicated, least
of all do I appear as a representative of Harvard University.

I am not here to defend the law as it stands. Changes are desir-
able in the taxation of foreign income, as in many other parts of the
tax law.

But I am satisfied that in spite of several desirable provision 2, the
bill before you would, on balance,'be bad legislation. This, I believe,
is true, both in respect to the sections deai lug with foreign ilicome
and the bill as a whole.

3087



REVENUE ACT OF 1082

'ho proposed taxation of cooperatives and mutual financial institu-
tions atre aiong tie very desirable provisions in the bill, though in eacll
instance the changes are a bare minimum; they both should be
stronger.

Section 14 which would tax as ordinary income, instead of capital
gain the profit from the sale of depreciated property up to the original
lrcbase price is desirable as part of a general reform in the deprecia-
tion area. However, there seems to be no reason to exclude real estate
from this new treatment; it is in real estate that the abuses are especial-ly grvat, ... . ,,T1 oug I the objective of the nvestment credit is good, it is generally

undesirable to give a deduction in excess of cost. The investment credit
is even worse tlan a deduction in excess of cost. It is simply a 7-per-
cent Government rebate on qualified purchases of capital equipment
with the payment made through an adjustment in taxes.

It. has no proper place in tax legislation, especially when the same
objective could better be achieved by giving a larger depreciation
in the year of purchase of new equipment, within total depreciation con-
fined to total cost. 

What I have in mind there, of course, is, I believe, section 179,
which was adopted in 1958, giving 20 percent of the first $10,000 in-
vestment for small business. If that ceiling were to be removed with
perhaps an adjustment of percentage to another figure with the same
revenue impact, it. would avoid the problems that seem to bother many
people under the investment credit.
Tiere is no satisfactory evidence that a Government subsidy for

capital investment, is needed. It would be a poor substitute for funds
.encured in ordinary ways inI a free economy. The principles stated
in the iecent excellent Presidential message on transportation should
be generally applied; the investment credit seems inconsistent with
thnem.

Tax reform is needed in the individual income tax rates and in vari-
ous ways to permit moro business investment. Many of the provisions
in T.R. 10650 which would increase revenues might better be used in
connection with the. revision of individual rates, through reform in
both areas is so important that available increase in revenues should
be used for reform in one way or another. Further consideration of
the entire subject of tax reform should produce a more balanced pro-
gram than that embodied in the present bill.

When one turns to tlhe.sections of the bill dealing with foreign in-
come, again several provisions seem desirable. Rules on foreign in-
vestment companies should be tightened. A change was first proposed
by the Treasury in 1956; the specific change now in the bill is, if any-
thing. not. tight enough.

The exemption of foreign real estate from the present estate tax
is an anomaly with no apparent justification. Even though we may
deplore the level of estate tax rates, as I do, the exemption of foreign
real estate is hardly a good way to give relief.

The section on foreign tnsts also has merit. But in my limited time
I want to concentrate on the principal section, that dealing with the
undistributed income of foreign subsidiaries.

Section 18, I believe, is extremely bad. It seems to be based on a
misconception, in fact on several misconceptions. The attempt to
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extend our tax jurisdiction over the undistributed income of foreign
operating subsidiaries is, I submit, unsound in principle, extremely
dflicult in application, and very much against the long-run national
interest if the United States is to participate freely in the world's
trade and income.

Many considerations are relevant to a decision on the taxation of
foreign income. I know of no single area where It is so difficult to
balance the conflicting objectives of policy,

I have already written a fair amount on the subject, but in recent
months have become increasingly interested and concerned with It.
I have recently returned from a trip to Western Europe which I took,
in connection wibh current research activities, to determine attitudes
and practices regarding the taxation of foreign income in some of the
industrial countries there. I shall try to state here as concisely as pos-
sible what sewn to be the most sinificant points, pending preparation
of a longer article on the subject.

Foreign operating subsidiaries are in no sense artificial or unnatural
legal entities. Contrary to many foreign holding companies, foreign
operating companies are used as the natural and normal means of par-
ticipating in a foreign economy.

They were used long before we ever had an income tax; in some in-
stances they are required by foreign governments. They are necessary
when joint ventures are developed with local capital. It is a miscon-
(eption to think that they are established primarily for tax advantages.

Furthermore, operatifig subsidiaries abroad are in competition with
other companies located abroad. American parent companies usually
establish foreign subsidaries to maintain a position in foreign mar-
kets or to secure a position in new markets.

They do not establish foregn operating subsidiaries as an alterna-
tive to expansion at home or production of export commodities.
When foreign markets become large enough and foreign conditions
for production good enough, production is going to take place abroad.

There are plenty of local companies able and anxious to expand to
meet domestic requirements in foreign countries, and plenty of large
corporations in other.major industrial countries able and anxious to
set up their own foreign subsidiaries, and active in doing so.

If our country is to get its rightful competitive share in the expand-
ing income of the world, our business firms must be free to compete
where production is taking place.

This point cannot be overemphasized. Someone is going to produce
abroad; it is the very essence of economic development abroad that
production will take place there. It is a serious misconception to be-
lieve that if American firms cannot produce abroad, no one will do so
and that foreign demands will remain unsatisfi6d until filled by
American exports.

Now, it is perfectly true that if a foreign corporation income tax
rate is lower than the U.S. rate there is a lower tax burden and a
greater chance to expand through retained earnings in a foreign sub-
sidiary than there is in domestic production, insofar as the corporate
income tax burden is concerned.

But there is a misconception even in this statement, because it refers
only to income tax burdens. Other countries have chosen to place
greater reliance on other forms of business taxation. This may be

82100-02-pt. 7-10
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wise or unwise, but whether it is wise or not (and I happen to be among
those who think it is wise), it is a fact. And since it is a fact, a com-
parison of income tax burdens gives only a part of the true picture of
the total tax burden on production in various countries.

When these other taxes which are not allowed as a credit against the
U.S. income tax are included in a comparison, the picture of total
tax costs is substantially changed. Total tax burdens abroad may be
greater even though income taxes are lower.

But even if total tax burdens on business are lower abroad, what
is the significant comparisonI As Secretary Dillon has stated we
cannot have tax neutrality both in comparison with domestic activities
and in comparison with foreign competition.

It is a misconception, I believe to think the significant comparison
is with domestic production. This is the basic fallacy underlying the
administration proposal to tax undistrbuted income of foreign sub-
sidiaries.

The reasons why it is a misconception to try to achieve neutrality
with domestic production have already been given. American-owned
subsidiaries abroad are in competition with other businesses abroad;
they are not primarily in competition with domestic production in the
United States.

The importance of income from foreign business has by now been
generally recognized. I do not propose to try to review-balance.of-
payment figures by continents, or industries, or for different periods.

You have already had much testimony along those lines wlich has
shown the importance not only of the repatriated profits from foreign
subsidiaries, but also the commodity exports in the form of machinery
and component parts which are tiedin with foreign subsidiaries. But
even when these facts are admitted, it is sometimes argued that we
should have a short-term restriction on foreign investment to meet a
short-term problem in our balance of payment. This brings us to the
fourth misconception in the administration proposal.

Investments by foreign subsidiaries of U.S. corporations cannot be
turned on and off by some external force, if the U.S. subsidiaries are
to remain effective competitors abroad.

Investments must be made when required by market conditions or
new technology. A postponed investment is very likely a lost oppor-
tunity, especially when competitors are not subject to artificial re-
straints.

As markets grow with the rapidly expanding standards of living in
the Common Market it is important to be in on the ground floor, as
it were, to have brand names known, to establish distribution channels,
and to act promptly in improving products and processes.

If a company falls behind It can catch up, if at all, only with in-
creased outlays. If it tries belatedly to secure entry Into an established
market, it can probably do so if at all, onl at neatly increased cost.

These are familiar facts oi business which hall not elaborate, but
they should not be overlooked if an argument is made that we need
only temporarily to restrain investment, or that old investment is good
but new investment is bad, because it is not immediately recouped inrepatriated profits.Br siness investment must be a continuing dynamic process; if it is

not continued as required, the value of old investments, and the
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possibility of continued repatriated income from them, will wither
a w1ay.

To the best of my knowledge, and I have inquired carefully, no
other country in any way taxes their own companies on the basis of
undistributed income of foreign subsidiaries.

Furthermore, on the basis ofextensive inquiries in Europe in recent
weeks, there is no indication whatsoever that other countries would
follow our example. There is some concern abroad about pricing on
transactions between parent companies and foreign subsidiaries-the
sort of problem covered by section 482-and in some Instances about
foreign personal holding companies.

But I found no indication that there was any concern about the
undistributed income of foreign subsidiary operating companies or
any likelihood that other countries would impose taxes on their own
companies similar to those proposed here.

Nor does there seem to be any political controversy or even thought
to the contrary on this subject. In one place when I asked if there
were arguments to the effect that foreign subsidiaries might lead to
a loss of domestic employment the answer was: "No; it is recognized
that we must have worldwide activities to support the cost of research
and development to meet intense international competition. The
ability to spread costs over the business of foreign subsidiaries helps
assure continued domestic employment." f d m

This reflects the same high degree of sophitication found in most
of tile European labor groups which support, instead of opposing,
liberal depreciation as a basis for increased productivity, which in
turn leads to higher standards of living and increased employment.

But though other countries will not follow our example in taxing
their own corporations on the basis of undistributed income of their
foreign operating subsidiaries, it seems very likely that they will
be tempted to impose their own special taxes on the U.S.-owned sub-
sidiaries located in their countries.

Does it not seem probable that on practical grounds if there is to
be any extra tax on undistributed income of U.S..owned subsidiaries,
the countries where tile subsidiaries are incorporated and where the
earnings are located will want to exercise their primary right to
tax them?

I was asked more than once in my recent trip, by Europeans, if I
did not think that the countries where the subidiaries were located
would adopt their own laws to secure for themselves the revenue to
be derived by new tax burdens imposed by the United States on
undistributed income of foreign subsidiaries.

And, of course, I had to admit that I supposed they would.
The actions of many of our States in imposing soak-up estate taxes

to absorb the credit allowed in the Federal estate tax is a perfect
precedent. The adoption of anything like section 13 will invite
foreign counties to firoose their own new taxes and it seems likely
that many of them I accept the invitation.

To the extent that foreign countries do impose their own soak-up
taxes, any expected revenue to the U.S. Treasury will disappear. In-
creased taxes imposed by our Congress would end up in foreign treas-
tiries) not in the U.S. Treasury.
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Even more important, I believe, would be the acceptance of the idea
that foreign countries could impose selective taxes on U.S.-owned
businesses within their own borders. We would certainly protest as a
nation if the action were taken at the initiative of the foreign coun-
tries; it sees a strange even a fantastic, tax policy which would put
other countries in a negigent position in protecting their own inter-
ests by failing to enact soak-up taxes on U.S.-owned subsidiaries.

One may presume, I think, that other countries will, in a variety of
ways, take full advantage of the competitive disadvantage which the
United States is about to impose on its own business. I respectfully
urge that this action not be taken.

The bill before you, in section 18, goes only part way in accepting
the administration proposal for taxation ol the basis of all undis-
tributed income of foreign subsidiaries, but the full proposal was
ti-ed again in the administration's statement before this committee.Thle principal is bad whether adopted in full or i part. Ad
ninistratively the bill before you raises problems which are little
short of appalling. An attempt to determine what part of a foreign
operating subsidiary's income is attributable to the use of "patents,
copyrights, and exclusive formulas and processes," would open the
door to great differences of opinion and doubtless lead to extensive
litigation. I shall not attempt to elaborate on this because others,
more closely in touch with specific operations, can do so much better
than I.

I have already indicated that, in spite of several desirable features
in the present bill, all tax legislation might better go over to another
year when it will be possible to develop t better balanced program.
But if anything is to be done, now or Iater, regarding forei gn sub-
sidiaries, I urge that the legislation be confined to foreign holding
Colpanles.

Mr. Chairman, I have been very critical of this point and now I am
going to try to be constructive.

Foreigil subsidiary holding companies are frequently, though not
exclusively, organized for tax advantages. They are not necessary
and natural organizations in the conduct of foreign business, as are
the foreign subsidiary operating companies.

To be sure some foreign holding companies have been established to
secure bet-ter access to foreign capital markets, to provide a better
basis for regional management, or to permit withdrawals of profits
and reinvestment in the same country with advantages under the tax
or currency control laws of some of the less-developed countries. None
of these actions work to the disadvantage of our own tax revenues.

Bit in spite of these objectives, in general it. appears that foreign
subsidinrv holding companies are formed primarily to secure advan-
tages under tbe U.S. tax laws. They are. genera Il, unnatural tax-
haven devices and as such they may be legitimate targets for new
legislation.

In a sense they are analogous to the foreign personal holding com-
panks which were the subject of special legislation some 30.years ago.

A law to impute to the parent corporation the undistributed income
of foreign business holding companies would be relatively simple.
it would get at any real tax abuses which exist, It would not vio-
late generally accepted principles of taxation or be regarded by
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other countries as an un istified extension of our tax Jurisdiction
into their affairs in which we have no right to trespass. It would
leave foreign operating subsidiaries free to meet their foreign com-
petitors without a penalty tax imposed b the U.S. Government.

Specifically, U.S. parent corporations might have imputed to them
the undistributed income received by foreign holding companies from
third countries in the form of dividends, interest, royalties, and fees.
This should apply only to amounts received from third countries;
the use of a holding company to consolidate all the activities within
a sitigle foreign country is not a tax gimmick, since what is deducti-
h)1 to a subsidiary is taxable to the local parent, presumably at the
same rate.

Senator KERR. I want to interrupt right there.
Would you regard a foreign company, for instance a foreign in-

suirance company, whose business is to write reinsurance policies,
an operating company in this country who either owned an interest
in all of the foreign company and who received premiums from the
domesticc companis for the reinsurance provided by the foreign
company in amounts that took all of the profit out of the domestic
ol)eration as a holding company or as a foreign subsidiary operatingcompany?

A'. SMITH. I didn't specifically cover that.

I would certainly regard it as a tax haven device that ought to be
covered in legislation. I don't speak with reference to particular
language in the bill because I don't pretend to know the insurance
business well enough. But what you describe is an unnatural creation,
not necessary to carry on the insurance business in the United States.

I regard that as a tax haven device. I am sorry I did not mention
it but I would certainly include it among those things that needed to
ho covered.

Senator KMI. Of course, if they were insuring their own equip-
ment abroad that would be a subsiAiary operating an insurance busi.
hiess abroad.

Mr. SmrTri. Well, if a-
Semator Ktnn. But if they were reinsuring risks insured in this

country on a basis that siphoned off all of the profit on the business
here, would you call that a foreign holding company?

Mr. SmiT. Well, I am afraid it wouldn't come within the technical
definition'of holding company, but it comes within the scope of activi.
ties that need to be covered by the restrictive legislation.

Senator KPiER. A snilar situation to the one you referred to as a
holding company .

Mr. S. !ifm. es, if it is reinsuring of American business risks. If
it were a business insuring risks abroad, then it would be an operating
company there.

Senator Ket. Now, you say specific U.S. corporations might have
imputed to them the undistributed income received from third coun-
tries in the form of dividends, royalties, and fees. This should apply
only to amounts received from third countries. But it would seem
to me that a situation such as I described or any other that might
be similar to that would operate on the 'basis of leasing equipment
which would have been purchased by the foreign company and owned
by it and leased to either a parent company or a subsidiary operating
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in this country would be producing amounts which would not be re-
ceived in the third countries.

Mr. SMxrirH. Well, on the basis of your question, and I am delighted
that it came, Senator, I would like to expand my statement here to
add to my reference to the foreign holding companies, those distinctive
and unusual activities-insurance is the only one that I know exists,
where American profits, U.S. profits are in effect siphoned out and
converted into foreign profits.

Senator 1 n:i. There are other ol)perations where an American coin-
plitny or American investors own a foreign company which owns equip-
moent or property and leases it to those operating in this country on a
basis where the rentals paid to the foreign country soak up or siphon
off all of the profit of the local operation but which result in a very
profitable income to the foreign-owned company.

Mr. S Mmr. Which company is presumably in a tax haven country
where there are ne eligible taxes.

Senator Kv-R. Where there are no taxes.
Mr. SIrnT. That certainly ought to be legislated against.
Senator KIEim. While I do not believe that technically they apply

to either of those situations or such a situation-I wonder if your
observations would not. be equally applicable in principle to such
illustrations.

Mr. SIMtTir. They would very definitely be equally applicable. But
those, I submit, though important in particular areas, are relatively
minor as compared to the total of American operating businesses
abroad.

Those are the ones that I was pointing to.
Senator KERR. They might not be relatively minor with reference

to the total amount of hold ing company operations abroad.
Mr. SMITH. That is correct.
Senator K.nR. I think their relation to the total is increasing.
Mr. SMmi. Yes, I would say the two situations you have described

is where the source of the income is in the United States and is being
artificially being converted into-

Senator KzRn. Siphoned off.
Mr. SmITh. An artificial creation of foreign income as compared

to a business which has its plants abroad or its distribution activities
abroad or is manufacturing or selling abroad there the income in whole
or in part really arises abroad. That is the distinction that I should
like to make.

Senator Gon. Would the Senator yield I
Senator Kmm. Yes.
Senator GOrE. It might not remain so minor either if the oppor-

tunity to avoid taxes is not removed by changing the law.
In other words, where a few may be doing it now, the example may

be followed by a. great many later.
Mr. S.%rrn. Senator Gore, just before you came in, I had indicated

I was trying to make a constructive suggestion. I believe the law
should be very drastically tightened in a variety of ways, but not so
far as in the bill before you is the distinction I am tryingto draw.

Senator Gonn. ThanIk you, Mr. Chairman.
Senator KrnR. Yes.
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I wish you would make it a little plainer what you means there
when you say this should apply only to amounts received from third
countries.

Mr. SMITH. What I am referring to is a situation there if, just to
pull a country out of the air as it were, an American company operat-
ng in West nermany has two or three West German subsidiaries, and

then sets up a German parent company that holds only the West Ger-
man subsidiariemi, that I would not regard as a tax gimmick holding
company because as I tried to say here-

Senator KmiR. I see.
Mr. SMITH. The deductions from the German operating subsidiaries

would be income to the German parent subsidiary. It is where the
holding company-

Senator KERR. Where the holding company in Germany that owned
the German operating company also owned operating companies in
other foreign countries.

Mr. SM ITH. That is it.
Senator KERR. And from them received income in the form of

rentals and dividends and so forth.
Mr. SMITH. Exactly so.
Senator KERR. All right.
Mr. SM TH. Where the holding company would typically be in a

tax haven country.
Senator KERR. Yes.
Mr. SMITH. Thank you for letting me try to clarify-that point.
Senator CARLLSON. Dr. Smith, before you leave that is there any

reason why we should not consider the Common Market countries
as one unit in this discussionI

Mr. SmTH. I am hesitating because I don't know whether Switzer-
land is ever going to get into the Common Market. I know it is un-
diplomatic to mention a single country, but there are peculiar provi-
sions in the Swiss laws that would "not have the effect. of having
the deductions of an operating company fully taxable to the holding
company.

Senator KERR. I would believe the principle you have enunciated
would apply on an individual country basis a though all of them were
within the Common Market.

Mr. SMITH. Yes.
Senator KEnn. In other words, a company in England which is a

subsidiary of an American company that owned a subsidiary in
England in the textile business, might even though England goes
into the Common Market, own a textile mill in Germany an synthetic
fiber operation in Italy, and chemical operation in France, and the
English subsidiary of the American company which was an English
holdiing company received not only the l)rofits from its company that
it owned i ngland in the textile business, but also dividends from
its own company es in the other of the Common Market countries$ and
I think that would be just as much income received from third coun-
tries as though they were not withift the Common Market.

Mr. SUtIT. Yes.
But it cortaiily would and that was my intent. Senator Carlson

raises an interesting question as to whether the Common Market
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countries are sufficiently uniform in their approach and tax level so
that might be considered as a unit.

Perhaps, sometime it would, Senator Carlson.
I would think for the moment the safer thing might be to take a

fairly strict and literal rule and confine or put on thetax penalty.
Senator KiHna. Apply the rule where the income is received from the

third country?
Mr. SMITH. I think that would probably be safer for the time being.
Senator CARLSON. Isn't it the intention, however, of the Common

Market country to eventually drop out the tariff walls?
Mr. SMrrit. They are that. They are doing that. They also are

having some very useful discussions on trying to get substantial uni.
formity in their domestic tax laws.

If they had uniformity in their domestic tax laws then it might be
reasonable to lump them together for our considerations. But that
time is perhaps a few years in the future.

To avoid unnecessary complications, foreign subsidiaries should be
classified as holding companies only if some specified fraction of their
income constitutes holding company income. This is, of course, the
way domestic and foreign personal holding companies are treated; it
would avoid complications for foreign operating subsidiaries which
have a small amount of holding company income.

It seems unreasonable, and against our own interests to try to impute
to the U.S. parent corporations income arising from international
sales made throu h an intermediate corporation when the United
States is not involved in either production or sale, as attempted by
section 13(e) (2) of the bill.

If other countries are willing to let income from international sales
be transferred to third countries, that is if they are not concerned
about the sort of problem which we cover under section 482, it should
not be any concern of ours.

Senator GoRFp. Mr. Chairman, may I ask a question there ?
Mr. SMITH. Yes.
Senator GonE. It seems to me you are applying an unusual test a

geographic test. The test is citizenship. The test is the advisabilit,
of the United States In equity and fairness, requiring all of its citi-
zens, corporation entities or individuals, to pay taxes on their income.

Mr. SMITI. Well, this matter of definition-
Senator Gonn. So you are really drawing a distinction between

whether the income is earned in the United States or earned abroad.
I don't quite get your reasonin .

Mr. StiT1. Senator, I thing the distinction I am trying to make is
the one you stated of citizenship and as I see it the foreigh corpora-
tions are not citizens of the United States in any sense.

Senator Gon.. But the foreign corporation is an incident of owner-
ship of a corporation flat is domiciled here.

Mr. SMITH. If it is domiciled here then, of course, it should be
taxed and it will be taxed here. I am referring here to, let's say,
a subsidiary in a third country by choice.

Senator onP. But it all comes back to the parent corporation.
Mr. S&fIT. Eventually it will come back to the parent corporation,
Senator Gone. I mean the ownership traces back.
Mr. SMITIH. The ownership traces back. But no other country and

this country never has-
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Senator GoRE. I don't know that that adds anything to it.
Mr. SmITu. My feeling is when we go off on a completely new de-

parture we ought to thifn-k very carefully.
Senator GonE. What is wrong with a new departure?
Mr. SmiTH. If it is a good departure there is nothing wrong with it.
Senator GoRe. We departed from one just a few days ago.
Mr. SmT. I am sorry. I am not aware of the allusion. 71 suppose

we have been departing from a good many things.
Senator GoRE. An instrumentality was placed on the moon yester-

day I believe.
Nir. SMITH. I am sorry, I was slow.
Senator KERl. That was an arrival, not a departure. [Laughter.]
Senator GonE. I said we departed a few days ago.
Senator Kmnu. And I don't think it will depart.
Senator GonE. Excuse me for interrupting, Mr. Chairman. I

don't believe you can justify that stand, Mr. Smith.
Mr. SmTH. Well, I am not abashed to assert it in any sense at all

and I should like to, if I may, Senator, refer to the fact that as I see
it the American companies operating abroad, I said this earlier, are
primarily in competition with other companies operating abroad, and
if the other industrial countries do not try to tax their-to extend
their tax net in this very unusual and, in my opinion, strained way,
we are going to put the American companies competing for their share
of the world's markets under a very serious tax disadvantage.

Senator Gonn. Well, it is.a strange position for you to take, with
the experience you have had, and tie service you have rendered.

Mr. SMTH. I do not consider it the least bit strange.
Senator GoRe. Well, I do.
Income taxation does not impair the ability to compete ; it seeks only

to levy a tax on the profits earned in successful competition.
Mr. SMtITH. Taxes, to an appreciable extent, are an element of cost,

even income taxes.
Senator Gonn. You do not have income taxes unless you make a

profit, do you?
Mr, S&ntn. Yes.
Senator GonE. And unless you compete successfully, you would not

make a profit, would you?
Mr. SmTH, But you cannot compete unless you make a normal re-

turn. And if your taxes are higher than the other fellow's taxes, you
have to be more efficient or charge higher )rices in order to get the same
return that he gets.

Senator GOak. Thon are you arriving at the conclusion that we
ought not to tax our citizens on the income they earn abroad because
some other country does not do so ?

Mr. SmTn. I think there is a real question as to whether it is sound
national policy for us to impose higher taxes on American firms com-
peting abroad than other countries do,

Senator GonH. Then I say that is a strange position for you to take.
Mr. Sm xTi. I cannot quarrel with your subjective judgment but I

assure you I am not the least bit abashed.
Senator Gonn. I would not want youto be, sir,
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Mr. SMTH. Might I, on this very point, Senator, note that the
effect of these sales companies abroad works out in this way:

To the extent that total foreign taxes can be reduced, there will be
that much more net income to be repatriated to the United States and
that much less foreign tax to be applied to our own net incomes.

Both our balance of payments and revenue will benefit.
Senator Gonpt. You are taking such a strange position this morning

that I am delighted that you are in private life.
Mr. SMmirrn I missed the last words.
Senator Gon.. I say you are taking such strained and strange posi-

tions this morning that I am pleased-you are in private life.
Senator KERR. Do you regard being a Harvard professor as being

in private life?
Senator Gone. Yes. Yes.
Senator KnR. As I understand your position, Doctor, it is this:

* An American company owns a subsidiary, we will say in Germany,
ellgaged in the manufacture of chemicals which if sold, must be
sold either in Germany or in countries to which it has access from its
manufacturing facility in Germany.

At the same time, there is a German company engaged in a similar
operation and a competing operation.

That German company owes certain taxes or taxes at a certain rate
to the German Government, as does the American -owned subsidiary.

Let us say they are both paying 45 percent, or let us say they are
both paying 50 percent of their net taxable income in taxes to the
German Governmient, which leaves them the remainder as a part of
their corporate fund or working capital with which they can either
pay dividends accumulate reserves, or expand their operation either
in volume or by Improving the quality of their operation through
the installation of materials and equipment more efficiently.

Now, up to that point, they are on an equal and a competitive bsis
of equality insofar as their tax liabilities are concerned.

Now, under the present law, when that American-owned subsidiary
declared a dividend, it comes back to this country it is taxable either
to the corporate owner or to an individual stockholder.

Over there, I presume that when the German company declares a
dividend to a local corporate or personal identity, it is taxable by the
German Government.

If however, that German company is not taxable on its earnings
retained after it pays its corporate tax until they are distributed
what you are saying is that it would have a very distinct competitive
advantage over this American-owned subsidiary in the event that
we now pass a law which would make the retained earnihis of that
American subsidiary taxable to the American corporate or Individual
owner as they are earned, but before they are distributed?

Mr. SMIrI. That is exactly my point, Senator.
Senator KEnn. Because, in the first place, if not distributed to the

owner in this country, at that time they could be lost in the follow-
ing year and not available for distribution,

n. the second place, not having been received by the corporate
owner or individual owner here, he would owe tax on income which
he had not received and-might never receive.
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Yet if, as an owner here and controller here, he was compelled to
pay taxes on that income as it was earned and retained after having

1(1i the German tax, that would compel him to siphon it back here
in order to have the money with which to pay the taxes here and
thereby leave the subsidiary there in a disadvantageous position from
the standpoint of being able to improve its machinery, modernize it
or expand it to compete with the German-owned-and-operated com-
pany that would be doing just that with its retained earnings.

Mifr. SMnITL. Exactly that.
Perhaps, adding one additional point, that the company might not

even bring back the profits to pay the taxes. They might pay the
taxes out of domestic earnings and have that much less available for
domestic expansion.

Senator KpnR. Here?
Mr. SMITH. Yes.
Senator GoniE. Or might sell stock and raise some more money?
Mr. SmITH. But if the returns are not competitive-
Senator KERR. It would not have a very good market for its stock?
Mr. SMITI. It would have difficulty in selling stock.
Senator KERR. If it had to sell stock to pay taxes on earnings it had

not received, it might not find a very responsive market for the sale
of stock.

Mr. SMITH. Exactly that, and, to use Senator Gore's phrase, I find
the idea of extending our tax Jurisdiction in this way so strange and
strained that if I were still here, I would have at my initiative re-
turned to private life, rather than participate in the proposal.
[Laughter.

Senator Goia. You took a little time to come back on that one.
[Laughter.]

Mr. Smrr. Senator--
Senator GoRE. While Senator Kerr was talking, you cooked that

one up.
Mr. SmT. With you) Senator, I need time.
Senator GoRE. It was good. [Laughter.)
I have had experience a number of times of thinking, the day after,

what I should have said.
Mr. Smm!. I welcomed Senator Kerr's question. [Laughter.]
Senator KERR. All right.
Mr. SMrni. Two months ago I was satisfied that taxation-
Senator GonE. Incidentally I would like to withdraw that remark.
Mr. SmiTH. All right, I withdraw mine, sir.
Senator GonE. Let us leave it in the record. I think it would be

good.
Senator KERR. You mean you would leave It in the record, but you

withdraw it?
Senator Goni. Yes.
Senator KERR. I think the Senator from Tennessee is a little strange

this morning. [Laughter.)
A withdrawal without deletion is like selling stock with which to

pay dividends. [Laughter.)
Mr. SmmH, TWo months ago-
Senator GoRE. That is also a little like borrowing money to pay

your taxes. I have had to do that every year since I have been in
Congress,

F'
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Senator KEmu. No comparison. No comparison. I do that every
year, but it is in order that I might have the money without selling
investments which are productive and which will produce more than
enough to enable me to repay that borrowing that 1 make to pay cur-
rent taxes, anid that is the reason, I am sure, the Senator from Ten.
nessee does it.
But if I had to sell more stock to get the money with which to pay

the taxes of a corporation in the first place, I would not know where
to sell it, because the SEC would compel you to disclose that fact.

And that would be a great deterrent on the sophisticated American
investing public as they looked at it, and saw the purpose for which
hire stock was being sold.
[ want to tell you right now, I remember it very famous remark

intio ]here before this committee which the Senator from Tennessee
took up and had a. lot of flin with, and I enjoyed it, and that Was
wlhen a certain distinguished representative of the lrevous admilis-
tration sail that would be like trying to sol woolen underwear in
A.\fuIust.

senator Goi:. I remember it, but I think you are overlooking In
this analogy the fact, that the parent company has a very profitable
asset in its foreign subsidiary.

\\ hetlier it, solis stock or borrows money at the bank, the analog,I think, is very similar to the one that the Senator stated from his
OWVer s~)iI imiat he010tat ,own experience.
It, (loes not seen, to me to follow at all that we should not require

tie payment of taxes on profits earned abroad merely because the
ellp,'njgs have not. beeni returned to the United States.

Senalor Kmo,. We do not even do that here, do we?
Senator lonte:. They are accumulated assets.
Semitohrt'K:i.1 We do not even do that here.
Sn.ator G,on. I recognize--
Sliator Icy.:,,. We (to not require a stocklher here to pay taxes

oil lie earnings of' the company in which he owns stock until he gets
lis iiViden(ls.

Senator Gom:. I recognize that..
Sellito' I)o,1A.S. Mr. (hairman, may I make an irregular request?
Senator Ku:im. That would be par for the course. Certainly.
[La,.il 0er.,S;eutit(.'1ouIo.,,s. I shall lave to leave shortly P)fO re 11:15, and

Swolndered if I might. ask the w vitnesti a question dealing with the
taixtti oll of individual iIICOInes and earnings.

Senator Ku.11. Yes.
Sellator ])OOLA6,4. Thank you.
Mr. Smith, as I understand it, an American citizen living abroad,

wlen he declare es himself to be a bona fide resident of a foreign colin-
try and has in the past lived there for a certain amount of thnehe
is completely exempted from taxation of his income in the United
States?

Mr. S Irri. There is-it takes a little bit more than a declaration,
but if he establishes le is a resident abroad, yes, sir.

Senator DoMILAs. And, in general, a declaration is sufficient?
Mr. SITI. Well, the facts have to support the declaration, I be-

lieve. It. can be arranged easily. I am not quarreling about your
conclusion at all.
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Senator DouoLrs. Would you look at exhibit 3, which exhibit
Secretary Dillon presented when he testified

Mftr. Si3rrtz. And I do not recall it at, all by number.
Senator DOuoLAs. It is on page 222.
Mlr. SIM'Th. Yes, I (to remember it.
Senator DOuOLAs. I would invite your attention to page C-33 and

C-34. Let us start with C-34.
Mr, SMITH. Yes.
Senator DOUOLAS. Here is an actor who declares himself to be a

bona fide resident of Switzerland in the year 1900. He has an income
of $1,099,791, ujpon which no American tax is paid.

In the line above is another individual, also living in Switzerland,
declaring herself to be with an occupation of housewife who also has
an excluded income of $1,099,791, identical down to dhe last dollar.

The presumption is, therefore, I would think that several million
times to one, that this is husband and wife with a combined income
of a approximately $2,200,000.

We are trying to find the rate of taxation of individual incomes in
Switzerland. I know you have given some study to this and before
we get the information from the- asury, could you tell us roughly
from your memory what the rate of taxation is fn Switzerland and
whether such an income would be taxable in SwitzerlandI

Mr. SMITH. I wish I could, Senator.
All I would be confident in saying is it would be substantially lower

than ours and it would vary with the particular canton where they
would be living.

Senator DoUois. Mr. Woodworth, have you been able to get it?
Mr. WOODWORTHi. Not as yet.
(The information regarding Switzerland individual income taxes,

as subsequently furnished by Mr. Woodworth, follows:)

Swtzerland individual income taxe8

1. Federal income tax:

'-- Incme _- Rate (per- RemarksI centnge)

Francs . Dollars

7,00 1.732 0.13 Grad tng to rate below.
8 ,000 19,610 12.0 Do.

120,000 27,720 0

2. Federal tax of 0.05 to 0.35 percent of the value of an Individual's total estte,
Including real and personal property, is Imposed on property located In Swltzer-
land.

8. Canton Income tax: For example, Zurich: 1 percent up to 1,000 francs
($281) graduating to 7% percent over 00,000 francs ($20,700).

4. Apparently, a person in Zurich will pay roughly a 20-percent tax on a
$20,000 salary, plus a property tax.

8oure: U.S. Treasury,

Senator DOUOLAS. I would like to call attention to other Swiss cases,
if I may, because I think this is a very real situation.

Here is another actor in the year 1959, and he had excluded income
of $156,000. ,
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Here is a producer-director who also declared himself a resident of
Switzerland, and who in 1959 had an excluded income of $160,000;
and in 1060, $172,142.

i-ore is an actor who declared himself a total resident of Switzer-
land who in 1960 had excluded income of $108,336.

Now, lest it be thought that I am picking on the profession of the
movies and of the stage exclusivelyo, hero is an executive--this is case
C-13-J, 1059, who had income excluded of $117,556; 1960, $170,912;
and numerous other cases with which I will not burden the record,
but which look much alike to me.

Do you not think that the law should be tightenedI
Mr. Smrru. I do, 8ir, very definitely.
Senator Douoi.s. You do?
Mr. SuMIu. Yes.
Before you came in, Senator, I believe I indicated in the foreign

urea several things should be done, the foreign investment companies,
the foreign real estate, the foreign trusts.

Senator KRR. Foreign holding companies.
Mr. S3i'rIt. Foreign holding companies.

* Senator DovoLAs. Would you favor the provision in the projected
bill that only a $20,000 credit be allowed for income earned abroad?

Mr. SrIITII. I think so.
I do it with some regret. May I take just a moment to describe the

balance of judgment as I see it here?
For those American citizens who are bona tide residents, salaried

people with relatively sInall or medium-sized incomes working abroad,
in high tax jurisdictions, there is i lot of annoyance, they are resent-
f I T have talked with them abroad; they consider it harasssment to
lifle returns and py i a tax.

But I have reaefied the position, Senator, the abuses are great, and
I will describe them in a profession you and I were both involved in,
the academic world. In fact, I have been involved in rescheduling
courses in university faculties when professors went abroad a year
and began to look at this 17 out of 18 months and decided they'had
better do some research, and somebody else had to pick up their
courses, so I think the law needs tightening.

Senator DOuoLAS. I do not think there are many professors over
$20,000 a year, but. then I have never taught at, Harvard. (Laughter.]

Mr. SMITH. Nor with us, sir. But the 17 out of 18 months, you
see, applies without limitation, or did. And, as a. matter of fact' if I
may go all the way back to 1953, the first recommendation 01 the
previous administration on tightening was to wipe out completely the
exemption of the 17 out of 18 months.

Senator Dovor, As. What did you do on the bona fide residents?
Mr. SiMrin Iwould cut it way back.
Senator DovoLAs. Did the previous administration advocate cutting

it way back?
Mr. Stmr. No. What we did first was to put in the information

return.
Senator Dovor,,%s. I am very glad to.give you the credit for all the

virtue you have, but I do not want to give you an extra bonus on what
you do not have.

Mr. Sitri. It was out of order for me to make that point.
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Tile other thing was the information return required in 1958 was
the basis for this information, I believe, I think the law should be
tightened in this respect.

Senator DoUoGas. Mr. Smith, there seems to be an affinity of thesu
gentlemen for certain countries-Brazil, Venezuela.

Mr. SmiTh. I do not know why Monaco does not show up here,
unless it is harder to get in there, or Liechtenstein.

Sector )ouor,,ts. South Vietnam-that, is an extraordinary one.
ITere is a man, a taxpayer, occupation unknown, who had an excluded
income in 1900 of $110,687.

lere is an interesting one: Dominican Republic, 1959, $159,059
excluded.

Then here is another interesting one: Lebanion, 1959, excluded in.
come, $151,167.

So you favor tightening it?
fI.: SMmrII. I favor tightening it.

S10enator 1)otrU.s. You think tile provision in the bill is probably
con'et at. $20,000 1

Mr. Survi'. I might go further, Senator. I would look at this
1111tter of the 17 out of 18 months.

If I may give an incident: At. a cocktail party here in Washington
some years ago, a society correspondent, when I was identified with
my former activity at the 'Treasutry, once backed me into a corner
aid said: "I understand so-and-so"-a columnist who is familiar to
all of us-

Senator (lo1y. Male or female?
Mr. SMTH. Male.
"I understand he is now traveling abroad. He is doing the same

syndicate. He is getting the same fees, but lie is a foreign corre-
spondent now, handle is getting tax exemption on part of his income,
and is that trite or not ?"

And I said: "I have no idea and if I (lid I, of course, could not
say, Nut it might be true." The law should be tightened.

Senator )otT or,1 S. Would you prepare a miemorandun oil how you
think the law should be tightenedl on the 17 out of 18 months, sir?

Mr. S31rri. I have not looked into that in any detail here. Maybe
it, is adequately done in this bill, but I think that is an area that also
needs attention.

Senator Douvois. Subject to correction, I think what the bill does
is to extend to so-called bona file residents the same provisions which
exist in connection with 17 out of 18 months.

Is that correct, Mr. Woodworth ?
Mr. Woonwowi'i. There is a $20,000 limit under the 17 out of 18

months' rule at the present, time. What the bill does is to extend
that same $20,000 limit to taxpayers qualifying as bona fide residents
during the first 3 years they are abroad; thereafter, the limit is to be
$35,000 under the bona fide resident ile.

Senator I)OUOiAS. So a person-could a person, by shifting from
country to country, have successive exemptions?

Mr. WOODWORTri Yes, but only one per year.
Senator KvrnU. They would not be cumulative I
Mr. WOODWOmIrT. No they would not be accumulative; there would

be only one each year.
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Senator KERR. If he did shift from country to country, he would
be the loser, because after 3 years he would have $35,000.

And if he was going to stay abroad for that period of time, I
would presume he would want to do so in such a manner as to receive
the bei'efit of the $35,000 instead of the $20,000.

Mr. S ITH. The 17 out of 18 months works in such a way if they
keep moving, do not stay long enough in a jurisdiction to become
subject to the tax there, they fall between all jurisdictions.

Senator DoUoLAs. Now, Mr. Smith, my curiosity is excited in the
case of the so-called Greek shipping magnate, Onassis.

Mr. SMI'H. Yes.
Senator Douvos. I was in Athens a few years ago and one of these

gentlemen came into harbor in his yacht but did not land.
Would it endanger the friendly relations between ourselves and

the people of Greece by asking this question: Is it true these gentle.
men evade Greek taxation by tle fact they do not come back to Greece?

Mr. SMTH. I have no idea as to what the Greek rules may be.
Senator DouoLAs. You do not know the Greek rules?
Mr. SMITH. I do not know the Greek rules. I do recall there was

a newspaper story some years ago about a very prominent English
actor crossing on one of the Queen8, and the interesting item was
whether the boat would go into Southhampton before it went to Cher-
bourg; typically, it went to Cherbourg, where he got off.

Tf the weather was bad, it would go to Southhampton, which would
subject, him to UTnited Kingdom taxes, so there was a standby tug to
take him off if the weather was bad. That was the newspaper story.

Senator DouaAs. Is it not true the English have a number of "tax
ha yeas" such as the Channel Island and the Bahamas?

Mf r. S-31TI. The British are remarkably generous with their own
citizens-subjects they call them-because British subjects living out-
side of the T"nited Kingdom are not subject to United Kingdom tax.

8e0tor DOVOLAS. Is lie subject to taxation here in this country?
Mr. S3rT.IL O course, if he is a residenthere.
Senator DotroAS. Even though a British citizen ?
Mr. SRITI. Surely.
If lie is a resident 'here, lie is taxable on all his Income, Senator.
Senator I)oto..As. But if they lived in an independent sovereignty?
MNr. SMITI. Or even in the British colonies.
Senator DOtrOLAS. Yes.
Which does not have an income tax, then they are not subject to taxI
Mr. SMIrHu Our rule is-
Senator DotToLAs. Is it not, true the Channel Islands have a degree

of independent sovereignty and, therefore, if you live lithe Channel
Islands, you have sanctuary ?

Mr. SMI1Th. I have heard something vaguely about that, but I don't
know. I know it applies to Bermuda and the Bahamas; that is,
British subjects living there; it has nothing to do with us.

Senator DouOaAS. And an American who has declared himself to be
a bona fide resident of the Bahamas would be exempt from American
taxesI

Mr. S31 [Ti. Only on his earned income.
Sento' DOUGLAs. Yes, I understand.
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Mr. SMrrH. Only on his earned income, and one of the problems,
of course, is to police the determination when is it earned income and
when is it investment income.

If lie has a personal corporation and lie is the president, lie retainsit ,salary.
Senator I )OUOLAS, I am somewhat surprised that within this list

liere there is no one listed as a resident in Monaco. I had always
thought this was--

Senator Gonif,. I do not think the list is inclusive at all.
Sena tor ]JouoLAS. I wonder if we could ask the Treasury to go into

Ihe question of Monaco.
Senator K :tn. You mean the tax question in Monaco?
Senator l)ouuiAs. Yes the tax question.
I am not going to ask them to go into the relationship of the problem

of M[onaco and France and the problems of the Prince and Princess of
Nrolilnco.

Seliato' KERtR. Is the Treasury here? Would you note the question
of the Senal or and provide the answer.

(According to the information supplied the Treasury Department
by the French Embassy, there are no direct taxes in Monaco. The
principality derives the major portion of its revenue from sales taxes
and the operation of the gambling casinos.)

Senator DoufI.AS. I wondered ifyou would also be willing to pro.
vide us with a schedule of the income taxes in these various countries.

)o I understand that-
Senator Gonp.. I would like the same with respect to the Bahamas.
Senator DouoLAs. Yes, if I may itemize.
(The information regarding individual income taxes in the Ba-

hamas as subsequently urnisEed by the staff follows:)
The Treasury Department states that the Bahamas have no income taxes.
Senator DOUGLAS. Very good.
Does the same provision apply in the case of individual income,

as in the case of corporate income, namely that taxes paid in the
country of residence where earned are credited against the tax in this
country I

Mr. MITU1. Oh, yes, sir.
So if the foreign tax is as high as our tax there is no net U.S. tax.
Senator DoUGeAs. So there would be really no net gain of a person

living in the United Kingdom, which I am told has a higher in-
come tax?

Mr. S-31Ti. Except at the very, very top it is a little lower than
ours, but, in substance that is correct

Senator DUoGLAs. What is the "very top"?
Here is a man living in the United Kingdom who has an income of

around $100,000 a year.
Mr. Smru. Wel, the United Kingdom tax would be higher on

that income. I thiik it stops somewhat short of 91 percent is all I
recall,

Senator DoUGLAs. So that really people resident in the United King-
dom cannot be accused of being tax-dodgers I

Mr. Srmn. Not under the general operation of the law, Senator.
Senator DOUGLAS. American taxpayers.

82100-02--pt. 7-17
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But you think the burden is pretty heavy on those residents of
Switzerland, Vonzuela, Brazil, and Lebanon and the Bahamas?

Mr. SMiTu. I do not pretend to know the rates of all the countries
you have mentioned, but I would think so.

Senator DOUGLAS. Let me ask you this:
Are the Channel Islands regarded as part of the United Kingdom?
Mr. SmrrH. I do not know, Senator.
Senator DOUGLAS. It may be that some people are residents of tile

Channel Islands.
fCan you tell me if the residents of tile Island of Man are excluded
frei the British-

Mr. SmIH. I am not informed.
Senator DoUGLAs. I wonder if the Treasury would look up the

status of the Island of Man and also of the Channel Islands. I have a
feeling they are part of the United Kingdom, but not subject to the
tax laws of Great Britain.

I thank the chairman.
(The following was later received for the record:)

INFORMATION ]RECEIVED RELATIVE TO TAXES IN Til' CHANNEl, ISLANDS AND TIM,
ISLE OF MAN

The public revenue of the Channel Islands is raised by import duties on drink,
tobacco, and petrol (these are light compared with mainland rates), by income
tax and by other taxes imposed by the State with the permission of tile Crown,
e.g., harbor dues, The standard rate of income tax Is 4 shillings 0 pence. in fite
pound; no surtax is payable and no death duties are levied in the Channel
Islands, Local rates are payable, on a relatively moderate scale, by owners
and occupiers of property. No purchase tax Is payable on goods purchased in
the shops.

Something like two.tlirds of tie Isle of Man's annual revenue is derived
froin the customs duties. The rate of income tax Is 4 shillings 0 pIence in the
pound for taxable Incomes over f250 per annum and 4 shillings 6 elice in the
pound for taxable Incomes over £750 per annum, and surtax is at present levied
on incomes over £2,000 per annum. There are no death duties. Local rates are
payable. A purchase tax Is imposed which In all essential respects i similar
to that Imposed In the United Kingdom.

Source: Prepared by the Treasury Department from British Information
Service Pamphlet ID. 1378, dated March 1001.

Senator KEin. Fine, Senator.
All right, Doctor.
Mf r. SMITH. I have one more page.
Two months ago I was satisfie.l that taxation on the basis of undis-

tributed income of foreign holding companies could be adopted to
protect the revenue and without penalizing legitimate business abroad.
One of the purposes of my recent trip was to secure what informa-
tion I could on the use of holding companies by large European busi-
ness concerns. If they are extensively used by large European inter-
national companies then, though justified in principle, restrictive
legislation here might not be in our own national interest unless other
countries were to adopt similar measures.

Observations abroad led to two conclusions. First, the use of for.
eign business holding companies by European companies is less exten-
sive than their use by U.S. corporations. This suggests'tlat legisla-
tion could be adopted here without imposing serious competitive
burdens on U.S. business abroad, But the second conclusion was that
the failure to use foreign holding companies is to a considerable extent
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lue to the fact that laws in some countries are so liberal in the taxa-
tion of foreign business income that a foreign holding company gives
little additional advantage.

For instance, in the N ethorlands income being brought in 'from a
Netherlands-owned subsidiary abroad is not subject to Netherlands
tax, if it has paid no income tax abroad, even though the rate is only
1 percent.

We need a more thorough analysis of the nature and extent of corn.
pjarative tax burdens on international business before we can be sure
that legislation would not significantly handicap our participation in
the expanding world economy, with long-run adverse effects on our
employment trade and balance of payments.

Senator KF1n, Right there, Doctor, if our purpose is to accomplish
a number of objectives among which we give very considerable sig-
nificance to that of improving our balance-of-payments position and
of improving the position of an American company operating abroad
with reference to ifts competition with other enterprises in other count
tries. Might it not be wise to give consideration to making it easier
rather than more difficult to bring back into this country the earnings
achieved abroad?

Mr. SMITH. I think it might. I think very definitely it might.
Senator KEiR. That certainly would have a significant effect on our

balance-of-payments situation could it not V
Mr. SmTH. It certainly could.
Senator KERR. It would seem to me that it would have considerable

significance in our objective to make it possible for American-owned
foreign companies to successfully compete in the world market.

Mr. S~rr. I think it could have great significance. And, if I
might interject here, I would just, like to describe an incident that
occurred after I prepared this statement the first of the week.

On Wednesday of this week I was asked to have lunch with the
investment officers and some of the trustees of one of the very large
regulated investment companies. I meet with them once in a while;
I know them all; I did not know what the purpose was.

What they wanted to talk about was the effect. of this legislation
on the growth prospects of American companies in which they had
lai-go investments or were considering making investments. That was
the first part of the conversation.

The second part was to consider direct investments in European
companies if this legislation were adopted, this legislation having
prsutmably-

Senator KERn. You mean investments of American funds in for.
ei gn corporations?

Mr. SrIVTmi. I mean in foreign-owned corporations.
Senator Krm. Which would mean the sending of American dol-

lars abroad to buy stock in foreign companies?
Mr. SmTM, That was what impressed me about it.
Senator KERn. I say that is what he was talking about.
Mr. SMT. That is exactly what le was talking about, what they

were talking about.
Senator C ER. And that certainly would have a direct-and to

the extent it was carried out-significant effect on our balance of pay.
mnents adversely.
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Mr. SsMI'r. A very significant adverse effect on thle balance'of'pjy-
ni, nts, and it. would 'mean that the American market would not have
the benefit of the exports that are tied in with the operatioia of
American subsidiaries abroad.

There would be no export of machinery and equipment to tie for-
eign corporations in which Americans owned stock. There. weuld
be no export of component parts for those operations.

All that would come back would be the dividends.
I was much impressed with the seriousness of this.
Senator KEIR. So that if our real purpose is to improve the' com-

petitive position of American industry, a broad, and to create an, en-
vironment, in which the earnings achieved abroad would be- nmre
likely to quickly find their way back hero, which would benefit our
balance-of-payments situation, the way to do it would be reduce, the
difficulties, rather than to increase either, or both

Mr. SMitrnr. Exactly so, sir, and that leads exactly to my next
paragraph.

Senator K:nn. Proceed.
Mr. SNMITn. In Which I state, as follows-
Senator (lonE. Before proceeding, you do not contend that the Gov-

ernment of the United States woud be helpless to protect the public
interest. in such an operation ?

Mr. SIti. You mean on portfolio investment?
Senator Goni. Yes.
Mr. S.'rit. I submit the Government of the United States would

not. be powerless, but if the Government of the United States &ts, we
are off the gold standard, sir. .

If we have currency controls to the point of denying the right of
oit izens to buy foreign securities, we have left it.

Senator Klmut., k oIna.e eliminated the actuality or myth, which-
ever one is the case, of redeeming our foreign dollars upon demand
with gold,?

Mr.'S'XIT'. Yes, sir.
And, sir, I further submit, if that were done, then the foreign

banks and foreign ineystors would really have reason for concern
about their present holdings of dollars.

If we are in such a desperate situation that we would have to limit
the convertibility of dollars of our own citizens, the implications, I
think, are frankly appalling.

Senator Gon , You picture this as such a desp orate situation here.
Great Britain has been an international banker a long time, has

it not?
Mr. S3mtn. With much less success since 1982. Only within the

sterling bloc, and they got back to convertibility a few years ag.o.
Senator GonE. There are other reasons for the relative decline of

the British Empire.
Mr. SAUTH. Of course, sir.
Senator Gonn. Is it not a fact that Great Britain has effected a sys-

tem of licensing of capital exports?
Mr. SMrrTr. They have, sir, and that is the reason that Britain-

that means the British pound is not a freely convertible eurrercy, and
that has had very serious repercussions.

Senator Gonp,. This, of course, is a subject in and of itself.
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Mr. SMiru. I am trespassing, I know.
Senator Goie. I do not wish to probe for the moment, but I did

not want you to pass on as if the United States, the Government, would
be utterly helpless to exercise some control over the export of capital.

Mr. S3trrH. I am sure the Government hus the power.
Senator GoRa. You realize that the Government does exercise some

licensing power over the export of goods?
Mr. SirrT. With reference to defense purposes only, I believe, sir.
Senator GonE. Well, for whatever purpose, such licensing power is

exercisedI
Mr. SmvrH. Yes.
Senator GoRE. You are aware that it exercises control over the de-

arture even of a person; but when it comes to money, there seems too something sacrosanct; than there must be no export control.
Mr. Smrrn. I hope, for the sake of the future of the dollar, it con-

tinues to be sacrosanct.
Senator Gone. I knew that was your view, but I did not want you to

pass on without your recognizing it.
Senator KERR. Let me got back into this.
The Senator asked you if it was not a fact that England for a-long

time had been the international banker of the world. Was that your
questionI

Senator ORE. I did not say "for the world," but I used the phrase
"international banker."

Senator KERR. As a matter of fact, outside of the United Kingdom
has it not been a long time since England was an international banker i

Mr. SmIT. That is what I tried to say, since the early 1930's they
were only for the sterling bloc.Senator Ki. That is a considerable part of the world.

Mr. SMITH. They were stuck with England when it went off.
Senator Krmn. For all practical purposes if there is an international

banker in the world today, it is this country?
Mr. Smn. Yes, sir- and, depending upon free convertibility-
Senator K.m. That came a fact, regardless of what other reasons

mightthave played a part, solely on the premise of unrestricted con-
vertibility ?

Mr. SmTh. The very essence of free banking.
Senator Kit, And the fact about the business is that not only is

the maintenance of convertibility an absolute necessity for our con-
tinuing to be such, but the assurance of the continuance is just as
necessary for our being able to continue as such to an equal degree
that assurance of availability of deposits is necessary for the con-
tinued operation of the private banks

Mr. Smnt. Certainly so, sir.
Senator Kr. I did not reward the balance of payments as being

an unrelated matter in this discussion. So far as I am concerned,
it is the most important matter in this discussion. You say you are
about to address yourself to that matter. I think therein you ma
make your most valuable contribution to this discussion, because
think It is a problem of such compelling importance that its solution
is one of the primary necessities for our be ng able to maintain our
position of leadership in the free world.
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If we do not have the confidence of our allies and of, for that matter,
the respect and confidence of our enemies, our position as the leader
of the free world will not only be jeopardized, but gravely endangered.

Since we have put ourselves out as being the No. 1 world inter.
national banker, or having ourselves maneuvered into the position,
whichever is the cause of it, the reality is evident and of definite exist-
ence. Since we are in that state if we are to continue our position
of world leadership, we have to ao so on a basis that will let us pro.
tect this dollar and its convertibility. The moans whereby we may
better do that in the changing environment of the world, in my judg.
ment, is one of the most important problems confronting our Oovern-
ment and, for that matter, this committee. It has a very significant
relationship to this legislation.

Mr. S31iTh. I had not realized how significant it was until this
recent luncheon meeting that I have described. It brought home to
me in a way that I had not in abstract theory appreciated.

What is proposed here, purporting to help the balance of payments
temporarily, might well have the effect of giving an immediate adverse
effect.

Senator K'nn. Of being disastrous?
Mr. SMrrit. Yes.
Senator KIiut. Proceed.
Senator GOR1. Mr. Chairman. before proceeding to what I believe

will be a significant. contribution by Dr. Smith. I would like to ob.
serve that it appears to me that. in this colloquy, Professor, you have
considered convertibility of dollar holdings and portfolio foreign in.
vestments as synonomous, is that true?

Mr. SrIT1r. Well, only insofar as I picked up your phrase about tile
power of the Government to restrict foreini investment. I know of
no way in which the power to restrict foreign portfolio of investment
could e exercised without restricting the convertibility of the dollar.

Senator Gon,. But you do recognize, then, they are different prob-
lems-convertibility of dollar holding, arid portfolio foreign invest-
ments or direct foreign investments? They are three different things?

Mr. SM31TIT. Sir, I do not see how they can be disassociated.
Senator GonR.. i did not say "disassociated," but you seem to be

treating them as synonomous problems.
Mr. SMITH. Well, I wish I was a phrasemaker,'simultanials or

corollary events, something of that kind.
Senator Gonn. All right.
Mr. SMITH. As one hoks further ahead-here I am picking up the

possible modification of the law to make it easier to bring dollars-
Senator KERIR. Provide greater incentive?
Mr. SIMITH. Provide greater incentive.
Senator KnR. All right.
Mr. SMITH. As one looks further ahead, it may be that our tradi-

tional use of credits for foreign taxes to prevent double taxation of
international income will turn out to be inadequate. For the past 40
years, efforts have been made to prevent tax penalties on international
income.

This goes all the way back to the League of Nations after World
War 1.
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It has been thought that this could be accomplished by giving a

credit in the country to which the income went for the income taxes
paid in the country where the income was earned. In this way, the
combined tax, however divided between the countries, would be equal
to but not exceed the tax in whichever country had the higher rates.
This method was satisfactory when tax structures were substantially
similar, though it produced an unfortunate effect, in inducing coul-
tries where income was earned to raise their tax rates to the level
existing in the countries to which income was paid.

Parenthetically it should be noted that the foreign tax credit is
necessary to avoid prohibitive penalties against international income,
so long as more than one country taxes international income. The
specific formula in section 0, which would be likely to impute to the
United ,States a greater share of income than would be recognized by
general international standards of allocation, is disturbing because it
would weaken the credit system. Yes, sir, I am a little bit fearful of
this particular formula. liut that is a minor point.

The proposal to segregate credits by categories of incomes is also
questionable on the same grounds, though the problem it is designed
to deal with is a real one. -But it is encouraging that Secretary Dillon
recommends repeal of section 21 to maintain the integrity of our very
important tax treaty program.

The variation among national tax Systems has already been in-
dicated. I am referring there to the fact some place great reliance
on indirect and great reliance on direct. We place great reliance on
income and minor reliance on indirect.

Many countries place much greater reliance on indirect taxes on
business than we do, and we do not give credit against our income tax
for high foreign indirect, taxes, nor do they give credit against their
indirect taxes for our high income taxes. The result is that a com-
bination of high income taxation in one place and high indirect taxa-
tion in another will give a greater total tax burden on international
income than the tax burden in either of the two countries alone. Tax
penalties arising in this way are not consistent with other policies
designed to reduce barriers to international trade and investment.

It has been argued that as a matter of principle, a country has no
right to tax income coming into it from foreign sources. That was
often argued with me when I was down here in another capacity, and
T never accepted it as a matter of principle. I said, of course, we
have the right to tax income of our citizens including our corporations.

Senator GonE. Good. I misunderstood you.
Mr. Sxin'. But not the corporations that are foreign corporations

until it comes here.
Senator Oon. You mean not the subsidiaries?
Mr. SMr. I would not trace-
Senator Gory. Not a subsidiary of a foreign subsidiary?
Mr. SmTIT. I would not trace that far, sir. I would confine it to

American citizens corporate and individuals.
Senator GonE. Then, Mr. Smith, all you need do to escape your

formula completely is just to organize an additional subsidiary.
Mr. Ssm'r. It will come back and more will come back if it. has

had a chance to earn more, in my opinion, sir.
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Senator Go. Very well. We have discussed that,
Mr. SMITH. It has been argued as a matter of principle that a coun-

try has no right to tax income coining into it from foreign sources,
When advanced as a principle, this proposition has not seemed to me
to be acceptable. But, as a practical matter and as a policy to further
national objectives, there may be a good dea to be said for taxation of
international income in only one country. The more one examines
tie combined tax burdens on international income, the more difficult
it becomes to avoid tax penalties on international income and per-
verse effects under the credit for foreign taxes.

The problems seem clearly to call for more thorough and extensive
consideration than it has yet received. There is a very good momen-
tum in such analysis among the countries of Western tEurope through
the fiscal committee of the OECD, in which I hope we are actively
participating. Pending clarification and the further development
of what one hopes may be a more uniform approach to the subject, it
seems desirable to proceed cautiously in tightening our present tax
laws with respect to foreign business income. In conclusion, I respect-
fully urge that there be no new legislation concerning forei n operat-
ing companies and now even question the desirability of legislation
concerning foreign holding companies.

The committee has been very patient, sir.
Thank you.
Senator KEni. Thank you very much, Dr. Smith.
Are there any questions Senator Gore?
Senator Gonel. I would like to observe in connection with your clos-

ing remarks, Doctor, that the question of comparative treatment and
equity arises as among our own States.

A corporation operating in the State of Louisiana pays a State
income tax. That corporation is not given a tax credit by the U.S.
Government, but rather that tax paid in Louisiana is treated as an op-
erating expense. Some other of our States do not have State income
taxes. The foreign tax credit permits a credit against U.S. taxes for
income taxes paidby a foreign corporatium.

Therefore, as between a-1.S. corporation operating in Louisiana,
and a U.S.-owned corporation in England, for instance, there is a dis-
crimination in that the income taxes paid in England are treated as a
credit against taxes, but the income paid in the State of Louisiana is
treated as an operating expense#

AM r. SMIr'Ii. But, sir, the local rates paid in England which are in
a sense comparable to tle Louisiana taxes, the local taxes, are not
allowed as a credit against the Federal tax in this country. It is only
the national tax, in fact, it is only the national income tax i Englan(.

So the purpose here, as I understand it-I thoroughly agree with
the purpose-is to avoid having two levels of national tax imposed
upon the same income.

Senator Gone. Well, let's take the case of a country in which there
is no local tax.

Mfr. SMITH. I don't happen to know of any but I presume there
may be some places.

.senator Gor. Well, I thinkyou will find that some of the Canitons
in Switzerland have at least negligible income taxes.

Mfr. SRM'ts. There are some interesting negotiations there.
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Senator Gonp.. Yes, I understand that.
Nowy, in the case of a U.S. corporation with ft subsidiary in England

there is no substantial U.S. tax on income earned in England because
the England tax rate approximates our own.

Mr. SrrTIr. That is right,
Senator Gone. Now asI understood it, you said you would tax hold-

ing company income, ior example, dividends coming into Switzerland
from a German operation.

Mr. S.1m'r. Right.
Senator Gon. As I see it it is at this point that the foreign tax

advantage really appears. in operating subsidiary in England has
practically no additional U.S. tax to pay on its profits, as you will
agree.

When those profits are funnelled into a tax haven, however, com-
blied with the deferral privilege, it is then that the tax advantage
really appears.

Mr. S.MITL Th1at, is when I woull get. it. when it is funneled in a
tax haven but I would stop right there.

Senator Gone. How would you deflno a tax haven?
Mr. SMITH. I don't think it is necessary to define a tax haven coun-

try, if one adopts the holding company concept. I would simply pro-
ild that wherever incorporated a foreign holding company, a sub-

sidiary of an American company which is itself a holding company,
which receives income from other corporations in third countries
would have its undistributed income imputed to its parent and then
you don't have to specify countries.

Senator GonE. I don't think it is practical to specify countries; I
think you don't either.

Mr. SMITr. Neither do I, that is the reason I don't want to.
Senator Gon. Well, I certainly cannot match the knowledge and

experience that you have had; I wouldn't attempt to and would not
ietend to try to do so. I must say that after studying this question
or some 3 years, I have reached the conclusion that the only practical

way to attack the tax haven problem successfully is to withdraw the
deerral privilege. .

If taxes are paid to the United States annually then you don't hurt
the corporation operating in England; you don't hurt that corpora-
tion whether the U.S. tax is pad-annualy or every decade.

Annual assessment of U.S. tax liability and annual payment of
taxes by U.S. taxpayers based on earnings of their foreign holdings
will reach the tax haven do(ldge. I haven't been able to devise any
other way to do it.

Now, you say you would do it but I haven't understood you to say
how.

Mr. SMiTh. Well, my concern with that proposal, Senator, is that
that goes beyond the tax haven and it gets the operating company
which is in active competition with other operating companies, where
it is located. Of course-

Senator Gont,. We had an exchange about that.
Mr. SIMnTH I know. I think that is the difference between us,

sir, I would define a tax haven as a situation where there is some
unnatural corporate device or some unnatural transaction created-

Senator Gonn. Must the Government prove in each case there is
an unnatural-
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Ml. SMill. No, I I hilk the holding ('ofll)allv would he fill Objective
tes. l('o I1(, it satislis me. I am (oncerned about this tax haven
thvi,,P I)tlt I think if vol confine it. to holding companies which I am
I11(g, it will L..,(,Iit the thins, that. are commonly talked about as

ht l s the liec htensteilis, the Swiss
find l11111a111s, et (,elrl.

S(,nator (G'o1I. We had an example before the committee this week
of a .orporation that had some 4(0 foreign subsidiaries and about 20
Iraw.iwvs, and itI ier we had fill exaifpri of a corporation that had
twvoW subsidiaries ill Switzerland iand one in Liechtenstein, in which
Vase, I believe, one of those in Switzerland was owned by the one in
Ij.(,ihteuist %ill or vice versal.

Mr. S:Mrf. That sounds awfully suspicius and the holding com-
pany would get. at, it.

Senator Gon. Well, despite-ynt recognize this as a problem?
Mr. SM'rll. I most certainly (10, sir.
Senator Gom.:. If you lave any suggestions as to specifically how

we could reacli the problem, I will certainly appreciate, and I am
stire the committee would appreciate, yor suggestions.

As I have said the only practical way I have found to get at the
problem is from the standpoint of deferral. You have been an able
witness, and if I ever have the opportunity to appoint you to a high-
playing Federal position we will certainly talk about it.\lr. S~MITH. 'l'haflk you, sir.

Senator CarsoN. Doctor, before you leave, do you not. feel that
wo should proceed with great caution in this foreign tax field having
im mind the need for increasing our gross national roduction, and
taking care of some of our unemployment problemsJ

Mr. S,%ri-. I do, Senator. And I feel there is much under con-
sideration and going on among tile major E uropean industrial coun-
tr)is in terns of thiiiking in this area. I think we should take account
of what is being done there and what may be done there to make sure
w (I o not puit an unintended burden on the bona fide activities of
kI MI fllan business in the world economy.

,onitor Cmzusoi. Might it not be well fo~r us to keep in mind in
the very near future we are going to consider some international trade
legislation and an expanded trade program and that the action taken
at that, time, might even be injured by action that we could possibly
take itn a. foreign taxatiOn-taxation of foreign income?

Mr. Srimm. I feel that very strongly, Senator. It seems to me what
wold result from this would be inconsistent and incompatible with
what is proposed there, most of which I am very sympathetic to, inci-
(dentally.

Senator CARILSON. Would it not then be advisable to delay action on
this particular section so far as I am concerned, on the "whole bill,
until we have time to look at the overall tax picture and also keep in
mind the international trade agreements that we are to enter into, I
assume or action taken on expanded imitiniattitl trade before we do
something that might be damaging?

Mr. Smwiir. I feel very strongly that it would.
Senator CAriLmS. Thaflk you.
Senator KERR. Thank you very much, Doctor.
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Mr. SMIT. Thank you, Mr. Chairman.
Seitiator KEltu. r. i. . Adams, Sprague International, Ltd.
All Iright, Mr. Adams.

STATEMENT OF WILLIAM M. ADAMS, PRESIDENT OF SPRAGUE
INTERNATIONAL, LTD.

Mi'. ADAMS. My nam1e is Williaml M. Adams. I am president of
Sprague International, Ltd., and I an responsible for handling the
foreign business of Sprague Electric Co., Norlth Adams, Mass., a nanu-
filet urer of electronic components and equipment.

Our company wishes to express its appreciation for the opportunity
to present its views with respect to the foreign income provisions of
I It. 10650.

This statement will not attempt to present, a technical analysis of
section 13 of [.Rl. 10050 because this task has been ably undertaken by
others appearing before this committee. Rather, the purpose is to
fot'us ont the foreign operations of our company and, by so doing,
acquaint you with the actual problems which we will encounter under
section 13 of the proposed bill, as well as their probable consequences.

Our company is engaged in the research, development, manufacture,
and sale of electronic components and equipment and is currently one
of the world's largest producers of capacitors and other components
vital to the electronic industry worldwide. At present we have 14
plants in the United States and 7 manufacturing facilities situated
i various countries throughout the world to supply our customers.

This statement, however will be restricted to the European phase of
our international operations because we believe it demonstrates best
the serious effects of H.R. 10650.

Our early attempts after World War II to compete effectively in
European markets by direct exports of U.S. manufactured products
were seriously hindered by currency controls and import restrictions.
Additionally; in recent years European technological advancement has
been rapid, especially in the electronics industry, making it even harder
to develop direct exports. It eventually became apparent that if our
products were to receive market acceptance in Europe, the establish-
ment of manufacturing facilities within Europe was imperative.
Without such facilities our products could not be priced competitively
with our European counterparts. Accordingly, plant facilities were
established in Milan, the center of the Italian electronics industry,
which enabled us to sell not only in Italy but throughout Europe.

Sales outside Italy of products manufactured in Milan were made
through Sprague World Trade Corp., located in Zurich. The use of
this trading company, a mode of distribution also employed by our
European competitors, greatly minimizes the impact of Italian taxes.
The profits accumulated in Zurch as a result of the Italian tax satv-
ings were subsequently utilized to finance the organization of another
manufacturing facility in Belgium. This Belgian plant which mafu-
factured highly specialized components for the computer indUStry af-
fords us an opportunity to have our design engineers readily available
for consultation with European design engineers, which is indispen-
sable when selling to computer companies.
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The purpose of this bill as described by the Treasury is to stimu-
late direct exports and restrict the floi of U.S. dollars a broad. How-
ever, we sitibiit that out situation dramatically illustrates that it will
have just the opposite effect. Let me give an illustration:

Out line of products is far too broad to consider establishing facili-
ties to manufacture anything but a limited line abroad. By locally
manufacturing a limited line we can, thus, compete with our local
competitors, in that line at least. Our products and quality of work-
manship thereby become known and accepted by local manufacturers.

I might parenthetically say that we are a manufacturer's manu-
facturer.

Senator Ki.nR. Let me interrupt. the witness at this point. It is
my purpose to continue until we have completed the testimony of the
witnesses scheduled for today, if it is possible to do so.

But, in order to avoid any technicalities at this point, I want to
make a part of the record the statements of all of the other. witnesses
scheduled to be heard today. It will be my purpose to continue the
hearings, however, in order that they might have the opportunity to
make such other observations as they' desire.

At the proper place, in the record the statement of all the other
witnesses scheduled to appear today will be made a part of the record.

You may proceed, Mr. Adams.
Mr. ADAMS. Our products and quality of workmanship thereby be-

come known and accepted by local manufacturers. As a consequence,
these local manufacturers begin to seek other products we manufac-
ture in the United States and not locally.

Prior to the formation of our operation in Italy we had virtually
no export sales to that country. In the intervening period our export
sales to Italy of products manufactured by us in the United States,
including products which are also Presently manufactured by our Ital-
ian plait, has increased dramntically year by year. Similarly, the uti-
lization by the European computer industry of our components which
are produced in Belgium has precipitated numerous orders on our
domestic company for other products.

It is manifest and can be easily documented that the substantial
,rowth in our export sales from the United States shown on the fol-

l0wing chart. would not have occurred but for the acceptance and uti-
lization of our products by European manufacturers which resulted
from the establishment of local manufacturing facilities in Europe.
This stimulation of exports, to say nothing of export of capital goods
in the form of machinery, and so forth, results directly from the estab-
lishment of a local factory, and is a phenomenon that every company
has experienced and recognizes.

(The chart referred to is, as follows:)
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Mr. ADAMS. Although the argument has been propounded that the
establishment of foreign manufacturing facilities exports U.S. jobs,
our experience indicates that this is just not so. I cannot give you an
accurate figure of how many of our employees owe their jobs directly
to export, but I can tell you that, in many instances, lines would have
been temporarily closed or restricted and employees laid off had it not
been for the welcome export business that came into the house at that
time. In other words, foreign plants stimulate exports and exports
tend to cancel out the slack periods that occur from time to time
domestically.

The recent growth in our export sales and the manufacturing efil-
ciencies emanating from such growth have contributed to the corre-
sponding increases in the profits of our company, which are shown on
the chart below.
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('he chart referred to is as follows:)
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Mr. ADAMs. The proposed legislation would have at profound in-
fluence upon the future of our company, both domestic and foreign.
It is obvious that the objective of section 13 of H.R. 10650 is not to
collect taxes but to eliminate or greatly retard investment in foreign
manutfactuin~tg &pertion~ts. In Our case, the ohdeniable consequences
of eliffinAtig Sprague World Trade Corp. from our international cor-
porate structure woulld be a 50-p ercent'reduction in the funds avail-
able for development alad expansion of our Belgian and Italian opera-
tions because of higher Belgian and Italian income and excise taxes.
As at consequence of such depletion of funds, our foreign oprations
would h~t be able to keep pace with their Eurobpean con ettors, re-
sulting in irreparable injury. Furthermore, if we are iabgle to Main-
taini the position we have attained in European markets, the subse-
quent loss would also bo reflected in our export sales, reversinig their
present growth trend. Moreover, this potnl disaster would be

acomaie'd by no increase wha tsover in U.S. tax revenue but a sub-satah " g, a t

stnii ices inBlinadIaah'xrvue
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As a business grows more working capital is needed. At present,
this is supplied from foreign sources in local currency that has been
earned abroad. Therefore, if this bill passes, the parent company will
have to supply this capital from U.S. dollars instead of foreign cur-
rency and, furthermore, will have to earn twice as many dollars as
Vou Id be the case using local funds. How this is going to help the

balance of payments is beyond me.
We submit that when a U.S. corporation motivated by sound busi-

ness reasons (oes abroad and establishes, through a subsidiary, manu-
facturing facilities in a developed country with a tax rate comparable.to the U.S. rate, the subsidiary formed under the laws of that foreign
country should be permitted to compete on equal terms with other
domestic corporations of that country.. This encompasses utilization
of a trading company to effect tax savings on sales outside the manu-
facturing country, as do all our foreign competitors.

It. is apparent that without a trading subsidiary the manufacturing
company operating in this posture does not defer U.S. taxes because the
U.S. tax due, if any would be minimal as a result of the operation of
the foreign tax credit provisions. Conversely, the minimization of for.
eign taxes through a trading company operation does, in fact, increase
the amount available for U.S. taxation. Legislation however, whieh
imposes an immediate tax on these foreign tax savings before they
are remitted as dividends to the parent, is discriminatory ivth respect
to the U.S. subsidiary since the United States is without jurisdiction
to place a similar handicap on other non-U.S. corporations in the
foreign country which compete directly with the subsidiary.

We cannot believe that it is the intention of Congress to hamstring
American business, as this bill proposes, particularly at a time when
European competition by reason of the Common Market advantages is
becoming so increasingly severe. Unless the bill is amended, the famed
American know-how and business ability will be replaced by that of
others, both friends and enemies, since the American business com-
munity will be confined to our own shores, there to fade away into
industrial and international'insignificance.

Senator KRR. Thank you, Mr. Adams.
Are there questions?
Senator GonE. Yes.
Mr. Adams, how many foreign subsidiaries does Sprague own?
Mr. ADAMS. I think I said seven, did I not?
Senator Gome. Do any of those subsidiaries have subsidiaries?
Mr. ADAM S. Yes, the Belgian company. is wholly owned by the

World Trade Corp. In other words, it is financed by the World
Trade Corp. out of profits of sales and such and such.

Senator GOmj. Would you name the seven and any additional sub-
sidiaries of the seven, or branches?

Mr. ADAM s. There are only two subsidiaries of one other, so to
speak.

One is the Belgian, and one is the Hong Kong, whih is a very small
operation.

All the others are directly owned or-
Senator GonE. Where are they located I
Senator KER. Operating subsidiariesI
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Mr. ADAMS. Yes, all operating, manufacturing.
Senator GORE. Where are they located?
Mr. ADAMS. One is in Mexico. One is in Italy, as I said; one is in

Belgium; one is in Hong Kong.
We lave recently acquired a Canadian subsidiary, which we do

not own wholly; we own the majority.
How many is that?
Senator Kmn. That is five.
Is the World Trade Corp. a Zurich corporation?
Mr. ADAMS. It is a sales corporation. Thie other two are in Puerto

Rico, making eight factories in all, including Canada, plus one selling
subsidiary; Sprague World Trade.

Senator GOnrE. Liechtenstein?
Mr. ADAMS. No. Liechtenstein, I will explain how this happened.

I am glad you brought it up.
Senator GonE. Ifyou did not, I intended to.
Mr. ADAMS. Well, I thought you might.
When we first started this idea of a sales company-
Senator Gorm. What is in Liechtenstein, a subsidiary?
Mr. ADAMS. Let me explain, if I.may.
When we first started out by having a sales subsidiary to handle

the Italian and any other subsidiaries we have in Europe, we first
established it as a Liechtenstein corporation. Then we found this was
not particularly practical, because we could not operate out of
Liechtenstein anyway.

Senator GoRE. Why did you establish it in Liechtenstein?
Mr. ADAMS. Because there we would pay the lowest tax and have

more savings to eventually return to the United States, Senator.
Senator GoRE. That is one of the frankest statements which has

been made in this hearing.
Mr. ADAMS. It is rerfebtly true.
Senator GoRy. Congratulations.
Do you still have it?
Mr. ADAMS. We have it, but we do not use it. In other words,

Zurich is classed as a branch office, but, actually, it is the operating
office.

Does this clarify it to you?
Senator KnPn.R Zurich is the operating office of the World TradingCorp. ?..COr. ADAMS. Yes, and World Trade was originally incorporated

in Liechtenstein, bt actually it has practically no futids at all there.
We pay the taxes in Zurich.

Senator GoRE. Is it owned by the Liechtenstein subsidiary?
Mr. ADAMS. Yes; it is.
Semtor Goiw. In other words, the Zurich offie is a branch of your

Liechtenstein subsidiary?
Mr. ADAMS. Yes; but it is doing all its work in Zurich and paying

its taxes in Zurich and paying some minimal tax, I forget how tunch,
in Liechtenstein.

Senator GoRE. Where are the profits or assets accumulated?
Mr. ADAMS. In Zurich.
Senator GOrm No fees are paid tO the Liechtenstein company?
Mr. ADAMS. We pay a small aoulftibg fee.
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Senator Gone. What are the assets of your Liechtenstein subsidiary?
Mr. ADAIS. Well, they do not have any assets as such. I mean

the bank account is in Zurich and it belongs to the Sprague World
Trade account in Zurich.

Senator GoRE. It is an asset of-
Mr. ADAMS. There is a small amount that was left over, I think it

is a few hundred dollars, in Liechtenstein.
Senator GONE. Even your b:-nk account in Zurich is an asset, of the

Liechtenstein subsidiary?
Mr. ADAMS. That is correct. That is being used and coming back

bit by bit to the United States. We pay dividends or return money
just as soon as we can get it.

Senator Gon. What are the assets of your Leichtenstein subsid-
iary?

Mr. ADAMS. I cannot give you the exact figure of how much money
we have in the bank at thlis moment.

Senator GouE. Are there no assets except cash?
Mr. ADAMS. No.
Senator GoRE. No real estate in Switzerland?
Mr. ADAMS. No.
We rent an office.
Senator GORE. All the assets-
Mr. ADAMS. We have a lot of people working out of it.
Senator GonE. All of the assets are liquid?
Mr. ADAMS. Yes.
Senator GonE. Is it in the amount of half a million or a quarter of

a million?
Mr. ADAMS. Not net. It is a trading company. We sell a certain

amount of stuff, and we pay for it, and-we make a profit. We return
the money to the States as often as we can, insofar as we do not need
operating capital for the Belgian company or the Italian com pany.

Senator GotE. Now, is the Telegraph Condenser Co., Ltd., United
Kingdom, an affiliate?

Mr. ADAMS. It is an affiliate. We have a 25 percent interest there.
Senator GORE. Well, as I understand it, there are certain patent

rights involved, and there is to be a payment of something more than
it million dollars.

Mr. ADAMS. That is correct.
Senator GoRt. Now, is that paid directly to Sprague or is that-
Mfr. ADAMS. It was paid directly to Sprague.
Senator Gon. It comes directly to the United States?
Mr. ADAMS. Yes) sir.
Senator Gon. Is it ananif l payment or what? 
M r. ADAMS. Yes, but it is paid in installments over a period of 5

years. The whole transaction will be completed by March 31, 1965.
Senator GolnE. What royalties, licensing charges, or other fees are

pfaid to your Liechtenstein corporation?
Mr. ADAMS. The Liechtenstein corporation collects for the Sprague

Electric Co. a royalty from Italy and transmits It to the States. It
h as not transmitted all of it; it has trafismitted quite a bit of it.

Senator GoRE. Would you furnish for the recrd-I'do not have
any right to require this--but would you be willing to furnish for
the' record of the hearing the finafgtlal statement of your Liechten-
stein affiliate?

o2100-62-pt. 7-18
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Mr. ADAMS. I am waiting for the latest balance sheet right now.
Senator GorE. All right.
Both thle first one ant the most recent ones?
Mr. , A .s. Yes.
Senator Go1. If you do not wish to do so, sir-
Mr.. kAAs. I do not see any particular objection. There is nothing

hidden in tiis operation.
Senator Goni,. I was not suggesting that.
Mr. ADAm:.s. I am sure you were not, but I am just making the

statement so we understand each other. (The data referred to was
subsequently submitted for the use of the committee.)

Senator GoitnE. Your foreign investment seems to have jumped quite
considerably in 1900, from some $600;000 in 1959 to some $3 million,
has it not?

Mr. ADAMtS. Honestly, I do not know the fire.
Senator GonE. Well, you know whether I-am in the neighborhood

of being right, do you not?
Mr. ADAts. Well, we have invested in Italy $600,000, I know. We

had the investment in our affilate which you are talking about in
London. We also have invested substantially in the Canadian
company.

Senator GonE. I am not suggesting it is wrong. But from the
point of view of investment, your company shows a very rapid
increase in foreign investment in 1960.

Mr. ADA.ts. That is fine, I am glad it does.
Senator GonE. Pardon?
Mr. ADAMS. I am glad it does, because it shows we are doing business.
Senator Goum. I am not suggesting it is wrong. But since we are

discussing this subject, would you be willing to insert in the record a
breakdown of your foreign investment?

If there is some trade secret involved, or otherwise, I will not ask you.
Mr. ADAMS. I would like to reserve "Yes" or "No" on that one,

Senator.
Senator Kmnn. You have that right.
Mr. ADAms. Thank you, sir.
Senator Goan. Sure.
Senator KEni. He made it clear to you that this committee has no

power to-if it does, it is not exercising it-to subpoena you for your
records.

He asked you if you would willingly submit certain information.
Mr. ADAMS. Sure.
Senator Km. And you reserved the right to submit it or not.
Mr. ADAMS. Yes, please.
Senator 1(vm. All right.
Senator GoRE. Well, as a matter of fact, since the question ww

raised, if the committee thought there was something wrong that it
wanted to uncover, it would have the power of subpoena.

Mr. AnAms. No there is not, you can be sure of that Senator.
Senator Gomu. iour records in Liechtenstein, we have no way of

knowing about that unless you submit it.
Mr. Amms. I can tell you it i's aboveboard.
Senator Gonm. Thank you very much.
You suggested that your exports increased dramatically to Italy.
I wondered if you would give us some indication on how your ex-

ports to Italy infreased-what exports9 how much? I
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Mr. ADAMS. Well, it is a fact I struggled with this Italian business
for a long time before we had a factory there and got nowhere. How-
ever it is a fact that that the moment we started having a manufac-
turing interest we began to be able to sell at first a little, and then
more of our other products, and it amounted to a substantial amount.

I cannot give you the figure because I do not have it, Senator.
Senator Gonn. Well, can you supply that ?
Mr. ADAMS. I think I can dig it up.
Senator GoRE. What do you manufacture in Italy?
Mr. ADA[s. Capacitors of one family. Capacitors are-that is a

big term-it is like components are capacitors or capacitors are com-
ponents and there are many, many di erent kinds of capacitors.
. Some use one manufacturing technique and have to be manufactured
in one factory and cannot be the same factory as another one.

We manufacture one type at the moment in Italy.
Senator KXRR. One what?
Mr. ADAMS. One type Of the family of capacitors.
Senator GoRE. How do you spell that word?
Mr. ADAMS. Capacitors used to be called,condensers many years ago.
Senator Gonm. I understand.
Mr. ADAbS. The name was changed after World War II, I believe.
Senator GoRE. Is all of the product of your Italian factory sold

in Italy?
Mr. ADAMS. Oh, yes.
I am glad you brought this up, too; you are bringing up some fine

points. Another point I want to make for the record-
Senator Gon. You have made a very good witness.
Mr. ADAMS. I want to make a point that nothing we make comes

back to the United States from any foreign subsidiary or affiliate in
any way, shape, or form. That is a strict policy.

Senator Goim. Why do you have a policy? If you could do so
profitably, why do you have a policy

Mr. ADAMS. Because we believe these foreign factories should stand
on their own feet and supply their own markets.

Senator GoRE. Now, back to this question of exports to Italy.
Would it be possible that your exports to Italy have been principally

of machinery to your factory?
Mr. ADAMS. No, I am not speaking of that. None of these figures

have to do with capital equipment at all.
Senator GoR. All of them are export of products?
Mr. ADAMS. Of products made in the States.
Senator Goiw. In the States?
Mr. ADAMS. Of our type, of our manufacture.
Senator GoRu. Then your operation seems to have been very help-

ful to the United States from what I have learned of it.
Mr. ADAMS. It has.
Senator GonE. And your objection, then, to the bill is that if you

are required to pay taxes annually on your profits, you will not have
enough money to grow as fast ?

Mr. ADAMS. No, that is not the point,
It is morally wrong, as it has been brought out by many people,

to tax somebody on something which they have not got, No. 1.
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I am not a tax expert, but you heard excellent testimony today,
and I think I stand on that.

Senator GonE. Thank you, Mr. Chairman.
Senator KEnR. Is that all, Senator?
Senator GoRE. That is all; yes.
Senator KERnn. Thank you very much, Mr. Adams.
Senator KFnR. Mr. Eugene P. Grisanti, International Flavors &

Fragrances, Inc.

STATEMENT OF EUGENE P. GRISANTI, GENERAL ATTORNEY
AND ASSISTANT SECRETARY OF INTERNATIONAL FLAVORS &
FRAGANCES, INC., ACCOMPANIED BY LEROY FRANTZ, JR.,
TREASURER

Mr. GRISANTI. My name is Eugene P. Grisanti, and I am general
attorney and assistant secretary of International Flavors & Fra-
grances, Inc.

As its' name implies, International Flavors & Fragrances Inc., is in
the business of manufacturing flavor and fragrance products. We
have plants in New York New Jersey, Texas, and Oregon, and we
have offices in Illinois and 6alifornia.

Our company, while a leader in its field is comparatively speaking,
a small- to medium-sized American corporation.

Its gross sales on a consolidated basis are approximately $86 million
annually. About half of these sales, however, are made outside the
United States. Our company is representative of the smaller Ameri-
can corporation which today finds itself deeply involved in doing busi-
ness, primarily through subsidiaries, in many foreign markets. We
have, at present, 17 such foreign subsidiaies throughout the world.

This is the first time, to my knowledge, that our company has ap-
)eared before any committee of the Congress to make its views known

with respect to a specific piece of legislation. We are opposed to this
bill because of the serious consequences which will befall us, and com-
panies such as ours, if this bill becomes law. I would like to explain
briefly why this is so.

Section 951 proposed by the bill provides, among other things, that
there shall be ncltddd in the gross income of the U.S. shareholder in
our case the U.S. parent compAny, the earnings of all controlled Yor-
ei(in corporations owned by it, directly or indirectly, unless these earn-
iLs are invested in qualifiedd property."

Under section 954 (a) of the proposed bill, as long as more than 60
percent of the voting stock of the foreign corporation is owned direct-
ly or indirectly by the U.S. shareholder, that foreign corporation is
considered to be a controlled foreign corporation, regardless, appar-
ently, of how far rerived it is from the U.S. shareholder.

Tsing -out corporation as a typical example, all of the foreign earn-
ings of all of oir subidiaties will be considered to be taxable income
of the U.S. parent unless these earnings are invested in a business in a
less developed country, in the business of the cofntrolled foreign cor-
potation itself, or in ain 80-percent owned subsidiary of the controlled
foreign coporation.
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It is my understanding that the foreign earnings provisions of theproposed tax bill were originally a result of the Ireasury Depart-
ment's concern over the so-called tax haven abuse.

Now, I can understand that some companies would, for one reason
or another, use a corporation in a low-tax country for the purpose of
accumulating funds for capital expansion in a certain area, or other-
wise.

It just so happens that we did not. Our company has subsidiaries
in countries having relatively high and relatively low income tax
structures. Some of our subsidiaries are located in the less-developed
countries, while others are located in those countries whose economies
are considered to be highly developed. In every case, the decision to
form a subsidiary was based upon business and commercial, not tax,
reasons.

It is clear, however that we are here confronted with a bill which
subjects to taxation, tie U.S. parent or shareholder, indiscriminately,
and regardless of whether the earnings of any of its foreign sub-
sidiaries are so-called tax haven earnings or not.

Every American company, including those which like ourselves feel
that they have been above board in their operations, now suddenly
find themselves subject to an additional tax burden unless their sub-
sidiaries in foreign countries do with their earnings what the U.S.
Government tells them to do with their earnings.

If it is a worthy objective to foster investment in the less developed
countries, must an American company be penalized by an extra tax
burden, unless it does so ?

This is, in essence, what the tax bill does. U.S. businesses were once
encouraged to assist ii, rebuilding and investing in the devastated
economies of Western Europe after-World War II.

Will the American companies who now respond to the call to invest
in the less developed countries, after a decade or more has passed, be
penalized for their initiative, as this tax bill seeks to penalize those
who have responded to a previous call?

Let us also consider the following facts with respect to this bill:
1. Apart from the chaotic effect which these provisions will have

under existing and pending tax treaties, we think that these pro-
posed provisions are unconstitutional.

The Secretary of the Treasury in his statement to this committee
used the phrase "the privilege of tax deferral" in describing the pres-
ent system. This phrase is erroneous in concept, legally and consti-
tutionally.

We are dealing here with earnings of a separate foreign corporate
entity. The U.S. shareholder is taxed with respect to property which
he has not received, aettally or constiuctively.

It is one thing to tax all the U.S. shareholder's property which is
kept out of the country by means of some sham or transparent device.

It is quite a different matter to tax property which is owned by an-
other bona fide manufacturing foreign corporation outside the U.S.
taxing jurisdiction. This is preclftded by the decision of the Supreme
Court in Eisner v Maoomber (1921) 252 U.S. 189, 64 L. Ed. 561,
whih has never been overruled.

2. The proposed bill appears to be based upon the assumption that
all countries, like the United States, rely to the same extent as we do
on the income tax for the great buxlk of their revenue.
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In actuality, the tax structures vary widely.Some countries rely more heavily on excise, turnover and other
taxes, rather than on the income tax. These taxes are not taken into
consideration in computing the U.S. foreign tax credit under this bill.

I might say, parenthetically, that the Secretary of the Treasury
has made it a point in his statement before the committee to say they
seek to equalize the tax burden and bring it up to the 52-percent rate.
But in these cases the additional U.S. tax resulting from this bill will
be far in excess of the U.S. 52-percent rate.

This, alone, is sufficient to show that the Treasury Department's
professed objective to subject foreign earnings to a uniform maxi-
mum U.S. rate is in reality a phantom argument as long as the tax
credit is not altered accordingly.

3. There is another inequity implicit in the bill, which may, per-
haps, be overlooked. While the U.S. taxpayer is required to have
its controlled foreign corporations invest their earnings in a certain
manner, concurrently, the country in which the foreign corporation
is domiciled may, through exchange restrictions or other controls, for-
bid such earnings to be so invested.

In these cases, to the U.S. shareholder's plight of being told by his
Government what to direct a certain foreign subsidiary to do with its
money, is added the dilemma of not being able to invest the earnings
in the manner directed even if it wished to do so.
.4. Spokesmen for the Treasury Department insist that these pro-

visions are required to assist in remedying our country's deficit in its
balance of payments.

It was our impression that the voluminous statistics presented last
spring before the House Ways and Means Committee had satisfac-
torily refuted this contention showing, among other facts, that in
every year since World War II more U.S. dollars had come into the
country from foreign business operations than had gone out, taking
into consideration not only dividends but also dollars received from
exports, royalties, fees, et cetera; in other words, that the foreign
investment program of U.S. business has actually prevented the defi-
cit, caused in reality by our generous foreign aid program, from being
much worse.

I will leave this subject to the experts who are far better qualified
than I to speak concerning it.

I would, however, like to allude for a moment to the logic of the
proposed bill in this respect. What these provisions in effect do is
to compel the U.S. corporation to make a decision concerning the
earnings of its subsidiaries before the end of any given tax year.

It can either take the position that (a) the money is going to be
subject to a U.S. tax so it might as well biting it home and have the
use of it, or (b) the U.S. parent may direct its subsidiary to reinvest
its earnings in quAlifed property as defined under the bill, and so
escape the tax.
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If this bill is passed in its present form, it would seem far more
likely that such funds, in the majority of cases, would be reinvested,
and not necessarily in new business in the lems-developed countries
where so many uncertain risks are faced, but in the expanding busi-
nesses where the existing subsidiaries are already situated.

Funds which may well iave been kept idle until the time was ripe to
make a decision whether to repatriate them as dividends, or to invest
in plant expansion, will be forced into blant expansion instead before
the end of the tax year to escape the tax. It would seem to me, in this
respect, that the proposed bill has all of the elements necessary to
aggravate rather than alleviate the balance of payments problem.

Senator Gong:. I am hopeful that provision can be stricken from
the bill.

Mr. GIBSANTI. Iii effect, the foreign earnings provisions of the tax
bill place a competitive burden on the U.S. subsidiary in a foreign
country, which is n6t borne by any other company, foreign or local,
doing business in that country.

To that extent, these provisions represent a divisive force between
American companies and all other free business enterprises of the
Atlantic community.

The President, in his message to the Congress on the administra-
tion's Trade Expansion Act stated:

The two great Atlantic markets will either grow together or they will grow
apart. The meaning and range of free economic choice will either be widened
for the benefit of free men everywhere or confused and constricted by new bar-
riers and delays.

It would seem that the foreign earnings provisions of the proposed
tax bill run at cross purposes with the very spirit enunciated by the
President to unify and strengthen the free economies of the Atlantic
commtity.

I am grateful to the members of the Senate Finance Committee for
giving me this opportunity to state on behalf of our company why we
el that the foreign earnings provisions of the proposed tax bill

should not be enacted.
Accompanying me also today are Mr. Leroy Frantz, Jr., our treas-

urer, andMr. Herbert G. Reid, our controller, and we would be happy
to answer any questions which you may have for us.

Senator KiRn. Thank you, Mr. Grisanti.
Are there any questions?
Senator GoRm. How long has your company been organized?
Mr. GMSANTI. Our company was organized at about the turn of the

century.
Senator GonE. Will you furnish for the record the names and

locality of each of your subsidiaries and when they were organized
Mr. GRISANT. Yes, I wouldbe happy to do that.
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(The information referred to follows:)

, fbsidlaries of International Flavors & Fragrances, iio.

Date of
Name of company Location establish-inent

International Flavors &- Fragrances 1. F. F. (Nederland) N......... The Netherlands ...... 1905
f ,ternatlonal Flavors & Fragrances I. F. F. (lBelglque) S. A ....... Belgiuni .............. 1934

Societe 'omnerelale AgensS.A, ege ..................... . o----- ( ................ 1048
International Flavors & Fragrances I.F.F. ()eutschlad) West Cleriiiany.-- -- 1953

International Flavors & Fragrances I. F. F. ((reat Britain) Ltd... England .............. 1926
International Flavors & Fragrances I.F.F. (Norge) A/S ......... Normay ............... 1949
International Flavors & Fragrances IF.F. (Oesterrelch) Austria ............... 1951

International Flavors & Fragrances I. F.F. (Rehinaeh) A.0 ....... Switzerland ........... 1946
Internationml Flavors & Fragrances .lexlco) S.A. do CV.. Mexico ................ 1961

Internationa llFlavors & Fragrances I.FF. (South Africa) (Pty.) South Africa .......... 1953
Ltd.

Ifternatlonal Flavors & Fragrancs I. F. F. (Sverige) AB ........ Sweden ............... 1946
International Flavors & Fragrances [,F.F. (France) S.a.r.! .--- France ................ 1933
N. V. Ilandeliiaatsehappij Agens ............................... The Netlerlands ...... 1U48
1.P. F. Essencias E Fragranilas S.A ............................. Brazil .--------------- 1947

International Flavors & Fragrances IF.F. (Italia) S~rI .............. Italy.................. 1949
international Flavors it Fragrances S.A.C.I ......................... Argentina ........ 1047fnternitional Flavors &- Fragrances (Canada) Ltd ................... Canada ------------- 1956

Senator Go'. Are your subsidiaries, generally speaking, of some
maturity or arc they newer organizations?

Mr. OISANTI. Well, I should say this in explanation: The bulk
of our subsidiaries were the result of an acquisition in 1958 of a
D~utch company which was equivalent in size to our own.

Now, this company had existing foreign subsidiaries throughout
the world. I might add that that acquisition was made with stock
of our company so that not a dollar was spent on it, and it has re-
suited since in the return to the United States from exports, divi-
dends, and royalties of almost $4 million.

So in our case, I think we have been a sterling example of helping
out in this balance-of-payments defleit problem.

Senator Goim. Are your foreign subsidiaries uniformly profitable?
Mr. GIsIvwr . No. I don't think they are uniformly profitable.

Some are more profitable than others.
Senator Gont,. Where is your loss?
Mr. GntSANTI. I think we perhaps have a loss, Mr. Frantz may

help me, our most recent subsidiary in Mexico may be operating this
first year at a loss. I know of no other company which is operating
at a loss.

Senator Goni. If the parent corporation is required to pay taxes
on its foreign earnings, the consequences to you, you say, will be
serious?

Mr. GUIsANTI. Yes.
Senator Gonn. My own taxes are of serious consequence. I suppose

taxes are a serious consequence to most of us. You didn't identify
these conseqtlonces other than to say they were serious.

Mr. GmsaT. Wfell, I can say this: Our two largest world com-
petitors, for instance, are both Swiss companies. We can compete
with these companies if we compete with them n their own grounds.
I don't know whether we can compete successfully if we are phit at
adisadvantage by heavy U.S. tax paymdfts.
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Senator KE91R. You refer to heavy U.S. tax payments on undis-
tributed earnings.

M r. GIUSAN'r. That is right, that is correct.
Senator GoRE. Then you make the same point which has been made

here so many times, that if you are required to pay taxes, can't have
as large a working capital, you would have less money to keep or
less money with which to grow.

Mr. GRISAN'ir. And I would add much less money with which to
compete in markets which we might otherwise lose.

Senator GORE. You know I suffer from that same problem and so
d6 millions of American taxpayers. It is just perfectly remarkable
to me how many businessmen come before this committee and put up
tei plea that they ought not pay any taxes because if they do they
don't have much money left.

Mr. GRISANTI. We don't have objections, Senator, to paying what
are just taxes. But we think this tax is not a just tax.

Senator GoRE. It is not up to the taxpayer to determine what is
just. He must pay the tax which the law requires.

Mr. GRISANTI. That is correct and we are coming here today to
have our views heard and we are happy that we have this opportunity
because we feel it is only this way that in a democracy proper laws
can be legislated.

Senator GoRE. Well, I am glad you have exercised that right and
we are pleased to hear you.

Thank you, Mr. Chairman.
Senator KERRm. I will say this to you, you and other taxpayers are

not without remedies. While you are subject to the laws your repre-
sentatives pass, you are free to change those representatives at regu-
lar fixed opportunities, and maybe one of the wholesome things in con-
nection with our history is that the American taxpayers have exer-
cised that privilege.

Senator GoREi. Do you have a branch in Tennessee? [Laughter.]
Mr. GRISANn. No, we do not, Senator.
Senator Kcim. Well, I noted with some degree of care that neither

Oklahoma nor Tennessee were mentioned.
Thank you very much, Mr. Grisanti.
Mr. GRiSANTI. Thank you.
Senator GoRE. Your statement was very clearly given.
Senator KI~mu. I wonder if I understood you to say that yours was

a sterling example of a beneficial balance of dollar payments?
Mr. GRISANTI. Yes. Did I use the word sterling?
Senator IKmpx. That was my understanding and I thought it was

vel-y apt and I wondered if it was intentional.
Mr. GRISANM. It wasn't.
Senator KRnR. All right.
Mr. Kenneth Sprague, American & Foreign Power Co.

STATEMENT OF KENNETH SPRAGUE, VICE PRESIDENT, AMERICAN
& FOREIGN POWER 00., INC.

Mr. SPRAGvE. I am Kenneth B. Sprague, vice president of Ameri-
can & Foreign Power Co., Inc., and I appreciate this opportunity to
present the viewpoint of my company on tht part of H.R. 10650 which
deals with foreign income and investments.
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Our company is a domestic corporation with subsidiaries, both for
eign and domestic, operating in 10 Latin American countries. Froir
its inception in 1923 until 1960, the company, through its subsidiaries
has been engaged in the supplying of electric services abroad.

Senator KERR. Are you still in that business?
Mr. SPRAGUE. In all but three of the countries.
Senator KERR. I noticed you said "until 1960." I wondered if-
Mr. SPRAGUE. Well, you will find, after I get on that, we have sold

our electric utility business in two countries and in the other country
we have had our properties expropriated by Mr. Castro.

Senator KERR. But insofar as you are still operating, the situation
is current and not one that terminated in 1960?

Mr. SPRAGUE. That is true, Senator Kerr.
Senator KF.nn. All right.
Mr. SPRAGUE. When we commenced operations in Latin America,

electric utilities generally consisted of small isolated properties. Serv-
ice was generally inadequate, and electric utility costs were extremely
high. It is generally recognized that we have made a major contri-
bution to the development of Latin America, not only by increasing
the availability of electricity, but also by improving the operations,
by consolidating smaller plants into more economic units, and by
training a large number of electrical and mechanical engineers, ac-
countants, and other essential personnel. During this period these op-
erations provided our main source of funds to meet interest and divi-
dend payments to our U.S. creditors and stockholders.

In recent years, because of the great demand for electricity in the
countries served and our inability to finance adequately this growth
by reason of local rate policies which at times prevented the private
companies from raising capital, the governments of the countries en-
tered into the electric utility business. In many of the countries, these
government enterprises are now the principal suppliers of electricity,
and the momentum is increasing for complete nationalization of the
private power industry.

I am not referring here, to such situations as Cuba, where proper-
ties of our subsidiary, having a value in excess of $300 million, were
seized by the Government with no compensation whatever. I am re-
ferring rather to countries such as Argentina and Mexico, where the
Governments have acquired existing privately owned electric compa-
nies through negotiations at prices either mutually agreed to or deter-
mined by independent appraisal. I am also referring to the recent
joint comnnitnique issued by President Kennedy and President
Goulart, wherein President Goulart indicated that the Government
of Brazil is desirous of acquiring the remaining privately owned util-
ities, with compensation to be paid over a period of time and with a
requirement that part-of the proceeds be reinvested in other industries
i~riazil.

The contracts of sale of the properties of our foreign subsidiaries in
both Mexico and Argntina provide for payment of the purchase
price over a period ofl5 years. As a condition of the sale, we must
reinvest in other local inidustries within these countries. -This has
brought about a change in our investment policy which heretofore
was lindted to ptiblio utility operating company ies. It is this manda-
tory transition to investments in other industries in Latin America
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that makes our objectons to H.R. 10650 somewhat unique but of vital
importance to our thousands of U.S. stockholders.

The obligation under the agreements with Mexico and Argentina
is evidenced by U.S. dollar interest-bearing notes of these Govern-
ments. As these notes are paid, the proceeds must be invested within
these countries in either new or established enterprises which con-
tribute to their economic development. If the properties of our
Brazilian subsidiaries are nationalized with compensation, the contract
of sale would presumably carry a similar provision for reinvestment
of some portion of the purchase price.

Since the dipsosal of our properties in Argentina and Mexico, we
have made studies of potential investment opportunities in those coun-
tries to provide for local investment of the approximately $7 million
each year generated under those agreements.

Our aim in making these investments is to protect the investments of
our security holders and to encourage local private capital to join with
established U.S. know-how and capital in developing industries which
would carry out our commitment to remain as permanent investors in
these countries. In order to participate in these joint ventures, we
must, because of the insistence of local investors, invest in both com-
mon stock and debt obligations. Indeed, under certain laws we may
own no more than 49 percent of the equity. In other instances, where
the law does not require us to be in a minority position, it is still the
preference of local investors for us to hold both debt and equity.

In other words, under the agreements involved, while we are re-
quired to reinvest the proceeds, our freedom of choice as to the type
of security we may acquire is necessarily circumscribed.

As an example of the type of investment we hope to be able to con-
tinue to make, is one made in an aluminum shelter in Mexico. The
total cost of the project was $16.5 million. It was proposed to raise
$6.5 million of this cost through a loan from the Export-Import Bank
to purchase materials in the United States. The sponsors raised $6
million which left approximately $4 millim of additional capital re-
quired for the construction of the plant.

Our company agreed to purchase $3.5 million of junior debentures
and $420,000-14 percent-of the common stock. l'e could not have
acquired the common stock in this case without the purchase of the
debentures. The Mexican banking group acquired 51 percent of the
stock.

This investment is of the typ e envisaged in our contract with the
Mexican Government. It wil aid in the economic development of
Mexico, will increase employment, and, through the distribution of
the common stock among Mexican nationals, it will foster the develop-
ment of Mexican capital markets. At the same time, it is consistent
with and promotes U.S. commercial and industries policy by making
possible the exportation of at least $6.5 million of American manu-
factured products.

COMMENTS RELATING TO SECTION 13

Although this investment in debt and stock meets the requirements
of the Mexican Government and, at the same time, serves U.S. policy
on the export of manufactured products, it would be termed an invest-
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ment in nonqualified property under H.R. 10650. As such, U.S. in-
come tax would be payable on the earnings of the foreign subsidiary
to the extent they are invested in debt. If the investment was made
entirely in stock, the earnings of the foreign subsidiary would qualify
for the present U.S. tax treatment of foreign income. This differen-
tiation between debt and stock investments in Latin America does not
seem right or consistent with the statements of the administration,
issued in connection with H.R. 10650, to the effect that investment in
developing areas will continue to be encouraged.

Theinterest received by our foreign subsidiaries from the Argentine
and Mexican Governments would be deemed taxable income to this
company, unless such interest was reinvested in "qualified property"
as defined in section 13 of the bill. Since we cannot reinvest in the
"same trade or business," our investments in "qualified property" will
be limited to the following provisions of section 953(b) (2) (C) and
(D):

(1) Stock acquisitions in which the foreign corporation owns at least
10 percent and not more than five U.S. persons own more than 50 per-
cent and the company must be carrying on an active trade or business
and be incorporated in a less-developed country; and

(2) Amy investment required because of restrictions imposed by a
less-developed country.

Senator KERR, Mr. Sprague, what is the term of the debt you refer
to as having been created by your purchase of debentures or other
evidence of indebtednessI

Mr. SPRAGUE. We-
Senator KyRn. What is the term of the loan-I mean the duration

of time?
Mr. SPRAGUE. The loans that we have accepted from the Mexican

and Argentine Governments, is that what you are referring to ?
Senator KEnRU. You said here, you gave the example of a company

where you borrowed $6.5 million from the Export-Import Bank; the
sponsors raised $6 million, which left approximately the

Mr. SPRAGuE. Fifteen years.
Senator KzRR. And your company agreed to purchase $3.5 million

of junior debentures.
Mr. SPRAO-. I think that-I am not sure-I think it was a 10-year

term.
Senator KRR. Ten-year term?
Mr. SPRAOtE. That is my understanding and recolloctlon, Senator.
Senator KERR. All right.
The reason I ask is there has been a suggestion of an amendment

that would recognize loans of extended terms as though they were
investments.

Mr. SPRAGUE. That would be helpful, Senator Kerr.
Senator Knn. All right.
Mr. SPRAOUE. The requirement that the investment iust be in stock

only is a limitation which will preclude our full participation. with
local capital in Argentina and Mexico. Of course, this will become
necessary in Brazil if we are also successful there.

This is a limitation imposed on the use of investment funds which
does not. take into consideration, tho high risks involved in investing
in less developed coizfitries.
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The requirement that a stock investment in a less developed country
must be in a corporation more than 50 percent controlled by five or
fewer U.S. persons should be liberalized. In a small enterprise with
less than, say, a million dollar investment this requirement might be
reasonable.

On the other hand, it could present serious problems where an enter-
prise requires several million dollars of investment which could not
be raised from such a limited group of U.S. investors.

This ceiling on the number of U.S. investors appears to serve no
purpose. It should be sufficient if the controlled foreign corporation
holds at least 10 percent of the voting stock of the second foreign
corporation, and the second foreign corporation is engaged in an
active trade or business carried on almost wholly within a less devel-
oped country or countries.

We have gravo doubt as to whether our commitment to reinvest in
Mexico and Argentina, which was based on a contractual obligation,
would meet the test used in section 953 (b) (2)(D) ; that is, "any invest-
ment which is required because of restrictions imposed by a less devel-
oped country." We urge that the Finance Committee clarify this
section to cover a situation where a trade or business has been sold to
a national government or a subdivision thereof under circumstances
which require reinvestment within those countries and where such sale
tends to eliminate friction between the United States and such foreign
country.

These proposed changes in section 13 would go a long way toward
conforming the bill to the policy declaration of the administration
to stimulate U.S. proviate investment in the less developed areas.

COMMENTS RELATING TO SECTION 11

There is one major change relating to foreign income in H.R. 10650
that would have its greatest impact on companies investing in the less
developed areas of the world. Section 11 dealing with the so-called
gross-up of income in computing allowable foreign tax credits would
add the amount of foreign income taxes paid by a foreign subsidiary
to the actual dividend income received by the U.S. shareholder.

It seems generally agreed by both proponents and opponents of this
change that the full tax effect of this revision will be felt, not by in-
vestors in the developed areas, but by those in the developing areas of
the world. Since al our investments and earnings are in a less de-
veloped area, this change is of particular concern to us.

Foreign income tax rates vary from country to country, but when
they are lower than the U.S. tax rate or in the median range, an addi-
tional U.S. tax will be payable under this proposal. Generally, the
less developed areas of the world have lower income tax rates than
the U.S. tax rate and tend to rely more heavily for revenues on taxes
other than income taxes.

The need for the continuation of our present method of tax credits
on foreign income is more pressing today than 40 years ago when this
method was first adopted. This is especially true whereU.S. private
enterprise goes into or remains in the less developed areas of the world
and subjects itself to the risks of seizure, expropriation, nationaliza-
tion, and exchange devaluations, all of which our company has experi-
enced during the past years.
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Because the gross up will have its principal impact on investment
in the less developed countries this change will deter rather than en-
courage U.S. private enterprise from doing its part to advance the
program envisaged in the Alliance for Progress. Here, too, the pro-
posal to increase the tax on U.S. investors in less developed countries
does not comport with policy declarations of the administration.

We earnestly request that your committee amend section 11 of H.R.
10650 to exclude its application from income earned in the less de-
veloped areas of the world.

COMfENTS RELATING TO SETON 10

As previously stated, our foreign subsidiaries in Argentina and
Mexico have disposed of their properties to these Governments. In
carrying out the reinvestment program in these countries, some of the
subsidiaries will have to be merged or liquidated. Section 16 of H.R.
10650 proposes to tax the gain on the liquidation of controlled foreign
corporations as a dividend to the extent of their accumulated earnings
and profits. Although the earnings and profits under this proposal
would be subject to the full U.S. tax rate, no provision is made in sec-
tion 16 to recognize also any losses sustained by the U.S. taxpayer on
liquidation of controlled foreign corporations. This, then, is a one-
sided provision. Earnings would be taxed while losses would not be
recognized.

Section 16 would also tax as ordinary income the gain on the sale of
stock of a foreign corporation to the extent of earnings accumulated
by the foreign corporation during the period the stock was held by
the U.S. taxpayer. This converts what would ordinarily be a capital
gain to ordinary income taxable at the full U.S. rate.

It is also my understanding that in this situation we would not be
able to avail ourselves of the foreign tax credit.

This section does not contain the logical counterpart to this pro-
posal, that is, an ordinary loss on the sale of a controlled foreign
corporation stock. This is not equitable.

Moreover this section will apply to earnings accumulated since
March 1,1913, a period of 49 years.

Senator KamR. Do you know you get the tax credit on-
Mr. SORAUGU. In the first instance, we get it, yes.
Senator IKm. But not-
Mr. SPRAous. Not in the second.
Senator KERR. Yes.
Mr. SPPAaUtE. This 'is clearly a retroactive change. It is unfair

and unwarranted. If this provision is enacted, it should not be effec-
tive until after enactment, or December 31, 1962, whichever is later.

It would appear that Treasury would not oppose a change of this
nature. We understand that in his testimony before your committee,
Secretary Dillon recognized the retroactive feature of this provision
and stated:

The committee may want to consider whether It wishes to retain the applica.
bility of this provisli to earnings heretofore aebumlated.
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SECRETARY OF THE TREASURY DILLON'S PROPOSAL ON FOREIGN TAX CREDITS

The Secretary recommended that the computation of the allowable
foreign tax credits on income from foreign sources be further compli-
cated by having the taxpayer segregate taxable income into twoclasses, investment income and other income. This proposal was in-
tended to cut down the flight of capital to Canada in the form of
short-term funds and temporary interest producing investment. How-
ever, the wording of this proposed amendment would extend this
complicated procedure to al[ interest income whether from temporary
loans or long-term investment. In addition, it would discriminate
against investments in the stock of U.S. corporations operating abroad
since the exemption, provided for stock investments of 10 percent or
more, is limited to stock of foreign corporations.

This proposal fails to recognize that permanent and substantial
foreign investments are often made in the form of interest-bearing
long-term debt to foreign subsidiaries. For example, it is customary
that when the Export-fmport Bank advances funds to a foreign com-
pany, it also requires that the U.S. parent company participate in
the financing through loans to meet local construction costs.

It is recommened that if this proposal is accepted by your commit-
tee, it should be amended to exclude from its application interest in-
come received from all corporations in which at least a 10 percent
stock ownership is held by the U.S. company.

CONCLUSION

In conclusion, we believe that a corporation should remain a sepa-
rate and distinct entity from its shareholders for all purposes, in-
cluding U.S. taxation. If overwhelming evidence is produced at
these hearings indicating that this principle has been abused by U.S.
taxpayers, then this change shouldonly be made to assist the U.S.
Treasury Department to eliminate those situations. This radical
change in the law should not be directed at U.S. industries operating
abroad which can prove by their past history that they are legitimate
foreign investors contributing to the economic development of the
countries wherein they operate.

We believe that if the aims of the United States to extend help
to the less developed areas of the world are to be successful, the
financial and techfiieal assistance of U.S. private enterprise in those
areas must continue to be encouraged. Therefore, we believe and
strongly urge, that the changes in he present tax law imposed by
sections 11, 13 and 16 should be removed to the extent they relate
to investments in the less developed areas of the world.

Thank you very much.
Senator KERR. Thank you, Mr. Sprague, for your statement.
Mr. J. J. Gibbois, Blaw-Knox Co.

STAThEENT OF JOSEPH 3. GIBflONS, ASSISTANT TREASURER OF
THE BLAW-KNOX 00., PITTSBURGH, PA.

Mr. GIBBONS. My name is Joseph J. Gibbois. I am assistant treas-
urer of Blaw-Knox Co., PittsbUrgh, Pa. I have asked for an appear-
ance before your group to plrotest the unfairness of sections 13 and
16 of the revenue bill as passed by the House of Representatives.
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In section 13 of the bill, it is provided that Subpart F: Income of
Controlled Foreign Corporations, will be taxed immediately to the
American parent. If the income is going to be taxed immediately,
I believe it logically and equitably follows that a loss would be
deductible.

In addition, it will be extremely difficult in many cases to determine
what is the subpart F income or loss and what is the nonsubpart F
income or loss of a controlled foreign corporation.

I would propose, therefore, that the American parent be allowed
all election to have the entire income or loss of the controlled foreign
corporation included immediately in the tax return of the American
talent. By such an election, the American parent would have the
option of having the income or loss of its controlled foreign corpora.
tion taxed as though it were a branch.

Under section 13 of the bill, the investment in qualified property in
less developed countries is allowed as a reduction in the computation
of net foreign-base company income. One of the items included in
qualified property is stock in another foreign-controlled corporation,
in which the acquiring foreign-controlled corporation owns at least
10 percent of the stock, and in which more than 50 percent of the
stock is owned by not more than five U.S. persons.

I believe that the policy of our administration to encourage invest-
ment in, and industrialization of, these underdeveloped countries
would be enhanced by allowance of any investment in stock of a com-
pany in a less developed country for the purpose of the qualified prop-
erty investment allowance in the determination of net foreign-base
company income.

In addition, I feel that any such investment which exceeds the
foreign-base company income in any given taxable year should be
allowed as a carryover to reduce the net foreign-base company income
of subsequent years.

Under section 16, the gain from the sale, exchange, or liquidation
of a controlled foreign corporation is taxable as dividend income. No
provision is made in section 16 for allowance of the deduction as an
ordinary loss in the event that the sale, exchange or liquidation re-
sults in a loss rather than a profit. I believe it is quite essential to
equitable treatment that losses upon disposition of stock in controlled
foreign corporations be handled in a manner consistent with the
gains--namely, that losses should be deductible.I Senator KPRR. Thank you very much, Mr. Gibbons, for an intelli-
gent statement.

STATMEET OF ROBERT 3. McDONALD, ATTORNEY

Mr. McDoxALD. Senator Kerr, my name is Robert J. McDonald. I
am here today representing a group of New York lawyers who felt
they might perform a useful service by making a study of the provi-
sions of H.R. 10650 relating to the taxation of income from f6reign
sources.

We have submitted a long brief for the record, and I propose to
deliver an oral summary, in the interests of saving tune.

Senator KErR. You refer to the document healed "Proposed Taxa-
tion of Foreign Income Under H.R. 10650"?
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Mr. McDONALD. Yes, sir.
Senator KERR. May I ask you, sir, if these New York lawyers did

this on the basis of representation of clients interested in this legisla-
tion by reason of how it might affect themI

Mr. McDONALD. No, sir; we did not; although most, if not all, of
us do have clients who are engaged in foreign operations.

This was an endeavor that we took on by ourselves. To the best
of my knowledge, it had not been discussed with any clients by any
single one of the lawyers participating.

Senator KERR. The brief may be made a part of the record follow-
ing your oral presentation.
Mr. McDONALD. Our group recognizes that much conscientious

work has gone into the preparation of this bill, and we, too, favor ap-
propri ate legislation to curb tax-avoidance devices.

We believe, however, that the present bill does not effectively dis-
tinguish between avoidance devices and legitimate business operations
conducted outside of the United States.

Further, we believe the foreign income provisions are unworkable,
are unduly penal in their impact on the foreign business of the U.S.
persons, and may have many consequences that are clearly adverse to
the interests of the United States.

The foreign income provisions are unworkable because they are
so complex that they cannot reasonably be understood or administered
and because their application depends upon detailed historical and
current information that will often be impossible or impracticable to
obtain.

They are unduly harsh and, in many cases, penal in effect in impos-
ing burdens of taxation and of administrative compliance that are
much more extensive than in the case of domestic operations, par-
ticularly in their impact on the individual foreign investor. More-
over, no opportunity is provided to adjust legitimate business arrange-
ments established in reliance upon existing law and, indeed, at the urg-
ingof our Government.

These provisions would hav numerous consequences that are clearly
undesirable and often unintended. They substantially favor foreign
competitors who are not subject to similar burdens even though th
committee report notes that one of its guiding policies is to avoid
weakening the competitive power of American business abroad.

They favor U.S. businesses that are currently entrenched in foreign
markets against new U.S. competitors.

They encourage U.S. persons to take minority rather than control-
ling interests in foreign businesses, with the possible consequences,
among others, of loss of a favored position with respect to the sale
to such businesses of domestic products.

Senator KERR. Let me interrupt you there.
Mr. McDONALD. They encourage-
Senator KERR. I say, letme interrupt you.
Mr. McDONALD. I am sorry.
Senator KzRR. You have just said that in your judgment, this bill

would encourage American investors to take minority positions in for-
eign corporations rather than American corporations creating subsidi-
aries in foreign areas.
Mr. MoDoNiaL. We believe it might have thattendenoy.

82190 0-42-pt. 7-19
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Senator KERR. That was one of the points that Dr. Dan Throop
Smith made with reference to the investment company which asked
for the conference with him and discussed the probability of their in-
creasing foreign stocks in their portfolios of investments, although
they are American investment companies, I believe.

Mr. McDoNALD. Generally spea ing, an American investment com-
pany, assuming it is an investment company with wide distribution
of its stock, would tend not to have a controlling position, and when
I say controlling I mean more than a 50-percent interest in the foreign
corporation.
Senator KERR. And to the extent that it encouraged investment in

minority positions in foreign corporations, it would adversely affect
our balance of gold payments rather than favorably affect them.

Mr. McDoNALD. It may or may not. I think that is a complicated
question. I think that-

Senator KERR. If a situation arose whereby Americans took Ameri-
can dollars and bought stocks from foreign owners and paid for them
in American dollars that went over there, that would te adverse in
our balance of payments, would it not V

Mr. MCDoNALD. Temporarily it might.
Senator KERR. Well, the only way that those dollars could come

back would be for those sellers to send them back.
Mr. McDoNALD. That is correct. And if you did not have con-

trolling positions in those companies there would be less tendency for
them to find their way back.

Senator KERR. It would seem to me you were making a point which,
I think, is of some significance, and I was asking you the questions
only to let the record clearly reflect that as your judgment, if that is
yourjudgment.

Mr. MCDONALD. I believe it IS.
Senator KRR. Proceed.
Mr. McDoNALD. They encourage the export from the United States

of research and development operations. Paradoxically, they may
discourage investment in underdeveloped countries, which always
tended to be speculative, by providing ordinary income treatment
for gains from profitable operations, and by retaining capital loss
treatment for losses.

Because of the tax impact on liquidation or sale of stock, they dis-
courage in many instances the repatriation of capital that is no longer
desired to be employed abroad.

I would like to go into some of these points in more detail.
The bill taxes income of a controlled foreign corporation to a U.S.

person, whether or not distributed. This term is defined as mneaning-
any foreign corporation of which mbre than 50 percent of the total combined
voting power of all clases of stock entitled to vote Is owned, directly or Indi-
rectly by U.S. persons on any day during the taxable year of such foreign cor-
poration.

There will, of course, be many situations where the percentage of
U.S. ownership cannot te ascertained. In the first place, many for-
eign corPorations use bearer shares and the ownership, of sueh shares
cannot be determined.

Others may be registered in street names. Some shares mayi be
held In numbered accounts, and the laws ofsome countries jroibit
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the disclosure of the beneficial ownership of such shares even to other
governments.

Again, the U.S. ownership. may result from complex attribution
rules. Thus many situations must develop where the facts of con-
trol may be difficult or impossible for U.S. persons to obtain.

Further, the existence of control as'deflned in the bill may not assure
practical control even if the group of U.S. persons has been identi-
fied.

The theory apparently is that ownership by U.S. persons or more
than 50 percent of the voting power in a foreign corporation would
enable such persons to require the corporation to furnish the 'infor-
mation and declare the dividends that U.S. persons would need to meet
their newly imposed U.S. obligations, even though the interests of
such U.S. persons may be entirely related.

However, the fact that U.S. persons in the aggregate own over 60
percent of a particular foreign corporation's voting stock gives no
assurance whatsoever that they may have ommon interests that permit
them together to control effectively any foreign corporation in a re-
lated chain of corporations. This is one of the vital'organs of the bill.

If effective control does not, in fact, exist, compliance with other
parts of the bill becomes impossible.

For section 13 to be effective, a separate determination must be
made each year for each controlled corporation, among Iothers, of
its subpart F income. This is a new concept, and a separate deter-
mination must be miide of the increase in the earnings invested in
the nonqualified property, also a new concept, of each foreign corpora-
tion, that is, a controlledforeign corporation on any day of the year.

This must be done to determine the income to be taxed to each
U.S. person having the requisite stockownership.

Now, in determining thepro rata share of a corporation's increase
in earnings invested in nonqualifled property, not only must there
be a determination of the earnings and profits for the year and the
earnings and profits accumulated since December 31, 1962, but th6remust a sobe a review of the flnancin"g, business needs and underlyiig
nature of the business of the foreign corPoration and of any changes
made therein.

To make these determinations r equirs the ,application of a series
of imprecise concepts, and the availability of infrtnation extremely
difficult to obtain,

The determination of eaifnings and piofits for the yearo'i for the
period since December 31,1962, of foreign corporations presentsprob-
lems which will be insurmountable in a stibstantial ntmber' of 'cases.

These determinations are dependent not only on U.S. concepts of
tax' accrual, tax defefMJentS, tax elections, basis, tax, exempt income,
ariibrtzati6f 'and depreciation, and numerous other items cmpletely
alien to the foreign corporation and foreign accountants, but it is
also affected by reorganizitions, liqt idations, exchanges, and dist ibu-
tibns in kind which may or may nt,be tax free by Amecdn stafld-
ards.

There are no provisions whatsoever under the bill for making these
determinations or provisions establishing the maaehinery therofoz,

*IWith rest to ,t4 x basis, for example,;which is one of ethe in.e-
dients -, earnings nd profit, section 6 of the biLelicitlyrecog-
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nizes for other purposes that the adjusted basis of property may not
be available, and provides for the use of book values, and I quote:
"Adjusted to approximate their adjusted basis," whatever that means.

In this connection, the House report states:
However, in the case of some foreign corporations, a U.S. concept of adjusted

basis for assets may be difficult, if not Impossible, to compute.

Now, the objectives of the foreign income provisions of the bill
have been stated generally as follows:

(a) To improve the U.S. position with respect to the balance of
payments;

(b) To eliminate any tax incentives which would cause American
industry to produce abroad rather than at home;

(o) To achieve tax neutrality or equity by imposing equal tax
burdens on foreign and domestic income of U.S.-controlled enterprises;
and

(d) To eliminate the use of foreign corporations for avoidance of
t~x on items which should properly be subjected to U.S. tax.

As a ,group we have not attempted to analyze whether the proposed
bill will in fact, materially aid the U.S. balance of payments pic-
ture, and to the extent to which such effects, if any, will be short run
or long run.
. .However, even without detailed economic analysis, it seems evident
that- certain of the provisions of the bill, particularly section 16, may
have the effect of freezing U.S.-owned foreign investments by dis-
couraging the eventual return of such capita to the United States
because of the harsh tax effect at the time of sale or liquidation of this
new tax bill.

Similarly, no detailed comments are offered on the question whether
foreign income provisions will induce American industry to produce
at home goods that would be produced abroad if the bill were not en-
acted. However, the group experience in planning for an operation
with businessmen indicates that businessmen seldom have a choice
between establishing business outside the United States, on the one
hand and, on the other hand, of establishing the same business within
the United States or expanding an existing business, so it may ex-
port abroad.

The choice which an American entrepreneur generally faces is
whether he desires to serve a particular foreign market by establish-
ing his business in that market or whether he will leave that market
to be exploited by foreigners.

This bill may result iiMore business opportunities being abandoned
to foreign interests.

in exhibit III to Secretar. Dillon's statement before this commit-
tee, the concept of neutrality underlying the foreign income provisions
is stated to be as follows:

One of the most fundamental of the guiding principles in American income
taxation is that there should be equality In the tax treatment of similar groups
of taxpayers. Applied to corporations, this principle must be interpreted to
mean that income of any branch or subsidiary of an American corporation op.
rating overseas should as far as possible be subject to the same c6rporate In-
come tax rates as the income of any branch or subsidiary operating at. home.

Assuming this is a soundinterpretatibn, which is, perhaps, arguable,
a careful'study 6f the proposed bill indicates that its provisions will
not achieve this type of neutrality.
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In an effort to create tax neutrality between a domestic corporation
operating overseas through a branch and a foreign corporation, the
bill would require U.S. shareholders to pay U.S. income taxes at
ordinary income tax rates with respect to certain income or earnings
of U.S.-controlled foreign corporations.

In a number of important respects, however, this treatment does
not result in neutrality but results in foreign corporations being
treated more unfavorably than, domestic corporations.

This is especially disheartening in situations where the foreign in-
vestment was made at the urging of the U.S. Government which, in
the past, has been fostering foreign investments.

In the case of a related group or chain of U.S. controlled corpora-
tions, the bill would tax the U.S. shareholder directly on the profits
of each of the controlled foreign corporations, but does not make any
provision for offsetting such groups by the losses incurred by other
foreign corporations within the group or chain as would be the case
if the foreign corporations were branches of a domestic corporation.

This will often result in taxing U.S. shareholders with hypothetical
income where, in fact, no income or other economic advantage was
earned or enjoyed by the shareholders.

Let me give an example. Assume A, a United States individual,
owns all of the stock of foreign corporation B, which, in turn, owns
all of the stock of foreign corporation C. In 1963 C earns $60,000
of subpart F income, or tainted income, and no other income. In
the same year B, its parent corporation, incurs $100,000 of losses.
As a result, the value of A's investment in B, the very corporation
in which he owns shares, has been reduced in 1963 by $40,000. Under
the bill, A is taxed with hypothetical income of $60,000.

Unlike the Treasury's draft bill of January 1962 and unlike the
case of a domestic corporation under present law, H.R. 10650 does
not make any provision forpermitting those businesses which have
losses in some years and profits in others to offset their losses against
their profits.

SCapital gains derived by a controlled foreign corporation from the
sale of plant and equipment or other assets used in its business would
apparently be taxed to the U.S. shareholder at ordinary Income tax
rates and not at capital -gains rates, In the case of a domestic
corporation the gains derived by the corporation from such sales
would be taxed at capital gains rates.

Under sections 13 and 16 of the bill, an ordinary income tax is
imposed on U.S. shareholders with respect to certain earnings of the
controlled foreign corporation, either currently or uon the sale or
liquidation. But if the investment should resulting a loss the investor
receives no ordinary deduction for the loss and will be granted only
a capital loss upbn the sale or liquidation irrespective of the amount
of undistributed earnings that may have been taxed currently as
ordinary income. The U.S. investor in a U.S. corporation ordinarily
receives the benefit of capital gains upon the sale of stock of a domestic
corporation at a profit. t I

Now, one method chosen by, the bill for. achieving tax neutrality is
to treat the unidistributed income of a controlled foreign corporation
as if it had been earned directly by the U.S. shareholder.
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Where the shareholders are individuals, trusts, or partnerships
rather than corporations, this would impose severe hardships, and
certainly would not be equal to the tax treatment afforded U.S. stock-
holders of domestic corporations where the income is not taxes though
until distributed.

Under the bill the corporate income would be taxed to the individual
shareholder at individual rates rather than at corporate rates.

Domestic corporations are allowed to credit against the U.S. income
tax on foreign dividends such foreign income faxes as were paid by
the foreign corporation with respect to the earnings which it dis-
tributed.

On the other hand, an individual shareholder who receives a divi-
dend is not allowed a tax credit by taxes paid or with respect to taxes
paid by a declaring corporation.

As a result, the impact of the hypothetical dividends created by the
bill will be much more severe in the case of the individual share.
holder.

He may find himself with the obligation to pay a U.S. tax on his
hypothetical income at individual rates, notwithstanding the fact that
his foreign corporation had already paid foreign corporate taxes at
a rate equal to or even greater than the U.S. corporate rate and, there-
fore, tinder the Treasury Department's concept of neutrality is already
in a state of grace.

In many instances, the U.S. shareholder may be taxed on an amount
greater than that which can be distributed to him. This situation
is particularly acute with respect to individuals where there is a chain
of corporations.

Assume A, a U.S. individual, owns all of the stock of a foreign
corporation B which, in turn, owns all the stock of foreign corpora-
tion C. In 1963 C has $100,000 of subpart F income which it dis-
tributes to 1-3

Senator KERn. Of what?
Mr. McDoNALD. In 1963 C has $100,000 of subpart F income-

that is the tainted kind of income-which it distributes to B, after
deduction of a foreign 80-percent withholding tax on dividends, B
then distributes $70,000 to A as a dividend. Under section 951 A has
$100,000 of taxable income even though only $70,000 was distributed
to him. He receives no foreign tax credit with respect to the $30,000-
none whatsoever-with respect to the $30,000 of withholding tax with-
held by corporation C on its distribution to corporation B.

Individuals or small groups of individuals now have the privilege
generally of doing business in corporate form and eventually realiz-
ing on their investments at capital gains rates. But section 16, when
taken together with section 13 of the bill Withdraws this privilege
with respect to foreign investments.

WVhether the privilege of being taxed this way on a business venture
is correct tax policy or not may, perhaps, be open to debate. How-
ever, it seems inequitable, and it is certainly less than neutral to
withdraw the privilege only as to those who do business abroad.

Surely it is undesirable to do so through the technical'mechanihm
of a complex bill when this important change of policy has 'never
been stated frankly as a policy decision by the Coigress.
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H.R. 10650 would impose upon U.S. businesses operat" abroad
a whole series of complex and unprecedented tests of taxability.

It would seem essential that adeuate provision be mde for equi-
table treatment of existing bona fide business operations entered into
in reliance upon existing law. Unfortunately this has not been done
except in one respect: No provision is made for relief from tax on
subpart F income which has been assigned or otherwise committed to
meet obligations incurred in reliance on the tax provisions of existing
tax law.

For example, a foreign real estate corporation may have financed
the construction of a hotel by assigMing to the lending bank the rent
to be received under the long-term lease, or a foreign mining or manu-
facturing corporation may have entered into construction commit-
ments that were to be financed out of future profits. I

Under the bill, the U.S. shareholders will be granted no deduction
from taxable income for subpart F income necessarily applied to meet
these preexisting commitments.

The acute inequality of this result is best illustrated by the foreign
investment which was made at the encouragement' of the U.S. Qov-
ernment.

Where U.S.-controlled foreign corporations are presently engaged
in manufacture abroad or in the purchase or sale of foreign goods be-
tween one foreign country and another, or in other foreign marketing
activities having no connection with the United States, the bill is de-
signed to prevent the foreign corporation from conducting its activi-
ties in such a way as to save foreign taxes, and this, despite Secretary
Dillon's statement that it was the guiding policy to avoid weakening
the competitive power of U.S. businesses abroad.

For example, if a German manufacturing corporation A wishes to
sell its product in, say, France, it is common practice to organize,
say, a Swiss subsidiary to sell in France. This mechanism saves Ger-
man or French taxes.

If a U.S.-controlled foreign corporation saves foreign taxes in this
matter, it is wrong under this bill because the bill imposes its own
U.S. standards of taxation. Thus, on any purchase or sale between
any related companies the bill requires payment currently in the
United States on certain foreign income except where the foreign cor-
poration is organized under the'law of the country from Which'it pur-
chases or to which it sells.

In this way, Americans would be subject to a competitive disadvan-tageby being forced to pay foreign tax" or o! paying foreign taxes or
obtaining foreign tax exemption withwhich their foreign competitors
need hot concern themselves.

Thus while a German, manufacturing company that is not con-
trolled by U.S. persons may selit products in countries outside Ger-
many through the use of a Swiss sales company without special tax
burdens, on the sales company, a U.S.-controll6d German manufac-
turing company may not unless, of course, it is invested in a, less
developed country. Ths is so, even through the only tax voilanceis
avoidance of German taxes rather than avoidance of U.S6 taxes.

The Puerto Rican company is also subject to the punitive provi-
sions of many sections of the bill.
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It is submitted that it is unreasonable for the U.S. revenue laws to
attempt to deal with this type of avoidance of foreign taxes, .nd a
unilateral effort to force the payment of foreign taxes would substan-
tially damage legItimate U.S.-owned businesses.

, for example, the German Government believes that such avoid-
ance should be eliminated, it is the Germany Government that should
provide legislation for this purpose, not the United States.

In short, the effect of this Till is, in an economically developed for-
eign market, to impose upon the foreign businesses of U.S.-controlled
foreign corporations, either foreign or U.S. taxes to which their for-
eign competitiors are not subjected.
-In accordance with Secretary Dillon's statement before this com-

mittee that "the deferral privilege should be retained for income
earned in less-developed countries, in line with our general foreign
policy objectives," the bill contains provisions purporting to encourage
investments which would benefit the economy of such Tess.developed
countries. On analysis, this encouragement offered by the bill is
illusory.

Int order to qualify a business must be one which is carried on almost
wholly within one or more less-developed countries. This would
eliminate tax deferral for any b.-iiness which, though beneficial to
the economy of the less-developed country, involves su stantial activ-
ities outside its borders.

The only businesses which could clearly.come within the statutory
language would appear to be local enterprises of a type which would
not normally be attractive to outside capital.

Even assuming that a new business activity in a less-developed coun-
try qualified initially its U.S. shareholders would run the risk of
being subjected to LS. income tax on all of its post1962 earnings if
at any time in the future the particular country should be removed
from the Treasur's list of less-developed countries.

In the case of an individual this would pyramid all such income
into 1 taxation year.

Even assuming that the investment qualified when made and the
country in question continued to be less developed, section 16 of the
bill would ultimately impose an ordinary income tax upon the gain
derived from the liquidation or from the sale or exchange of the in-
vestor's stock, to the extent of certain earnings and profits not pre-viously taxed.,..,
N the e of a domestic corporation, of course, such liquidation or

sale or exchange would result in a capital gains treatment.
In return for engaging in the risk of an investment ir aless-de-

Veloped country, the investor will in the usual case be limited to a
capital loss in the event his investment should become value ess, but
would ultimately be subjected to an ordinary income tax in the event
his investment proves successful and he attempts to realize'upon it.

To sum up, the less-developed country provisions of the bill offer
little practical incentive for investments apparently desired to aid
such co'untrie&
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The whole area of the taxation of foreign income is seriously com-
plicated by the fact that treaties, foreign statutes, foreign methods of
financing and marketing, foreign administrative controls as well as
domestic law and the public policy of the United States are involved.

The complexities of the general problem make it difficult to reach
adequate and fair solutions and fair legislative solutions.

The first stage that of defining tax policy, has been handicapped by
the use of broad phrases such as "tax havens," "the privilege of tax
deferral," "equity" and "neutrality" which cannot serve as 'a substitute
for a thorough analysis of problems of economics and tax policy.

These broad phrases very often turn out to be completely mislead-
ing when the technical product drawn from them is applied to a con-
crete business situation.

Working out a reasonable solution for the problem of preventing
U.S. tax avoidance through the use of foreign corporations may take
considerable time if it is done in a systematic fashion by moving from
policy decisions, settled with reasonable clarity and publicly an-
nounced, to technical solutions upon which comment can be offered
after a suitable period of study..

However any loss of time Which may be involved would seem pref-
erable to te administrative confusion, the disruption of legitimate
business transactions the unjustified tax penalties and the cost of
litigation which would result from enacting the foreign provisions
of the bill.

Thank you very much.
Senator KER. Thank you very much, Mr. McDonald.
(The brief previously referred to follows:)
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April 27,1962

PROPOSED TAXATION OF FOREIGN INCOME
UNDER H. R. 10650

These comments reflect a joint study conducted by a group of
lawyers of some of the principal provisions of H. B. 10650 which relate
to the taxation of income from foreign sources (Sections 5, 6, 7, 18, 16
and 20).

This memorandum is divided into two parts. Part I discusses
these provisions generally, with reference to certain policy considera-
tions which -apparently underlie these provisions, the extent to which
the Bill implements these policies and certain substantive aspects
of the provisions. Part II contains more detailed technical and sub-
stantive comments on each of Sections 5, 6, 7, 18,16 and 20.

These comments deal only with the principal problems that have
occurred to the undersigned and are not intended to be exhaustive.
The Bill, which was introduced in the House March 12, 1962, con-
tains many new, unusual and complex provisions, and has been avail-
able for study and analysis for only a relatively brief period.

PART I

General Statement:,
The provisions of the Bill relating to the tixatlon of foreign income

present many serious problems. The group recognizes that much con-
scientious work has gone into the preparation of the Bill in an effort
to serve the best interests of the nation and its citizens. The group
would favor appropriate legislation to curb tax avoidance devices, but
believes that the present Bill does not effectively distinguish between
such devices and legitimate business operations conducted outside the
United States. In the opinion of the group, -the foreign income pro-
visions are unworkable, are unduly penal in their impact on the foreign
business of United States persons, and would have many consequences
that are clearly adverse to the interests of the United States.

The foreign income provisions are unworkable because they are
so complex that they cannot reasonably be understood or administered,
and because their application depends upon detailed historical and
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current information that will often be impossible or impracticable to
obtain.

The provisions are unduly harsh, and in many cases penal in effect,
in imposing burdens of taxation and of -administrative compliance that
are much more extensive than in the case of domestic operations, par-
ticularly in their, impact on the individual foreign investor. Moreover,
no opportunity is provided to adjust legitimate business arrangements
established in reliance upon existing law.

These provisions would have numerous consequences that are
clearly undesirable. They substantially favor foreign competitors who
are not subject td similar burdens. They favor United States businesses
that are currently entrenched in foreign markets against new United
States competitors. They encourage United States persons to take
minority rather than controlling interests-In foreign businesses," with
the cotmsequence, among others, of loss of a favored position with
respect to the sale to such businesses of domestic products. They en-
courage the export from the United States of research and development
operations. Paradoxically, they may discourage investment in under-
developed countries, which always tendA to be speculative, by providing
ordinary income treatment for gains from profitable operations, and
by retaining capital 19s treatment for losses. Because of the tax im-
pact on liquidation or sale of stck they discourage in many instances
the repatriation, of capital that is Ao longer desixed to be employed
abroad. ,

Workabfliy of the BIl
The Bill's provkionk in respectof foreign come are so complex,

overlapping and replete wt, unprecedented testo,,that it is difficult to
analye them. .he nembero of this group submitting this report are
experienced in matters, of' tax law;: theyhay.e spent over forty hpurs
in group, discussion ad countless hours of Individual study revieyg
the contents of the aftormentioned sections, Despite thi , the practical

problems.of working with the proposed legislation are. so immense that
the group has fotnd it dcult to ;undstand the Bill and impossible
to measure its full Impact.: So manynew concptsaro included in the

hthlI' respect, It should be noted thatthe Bill passed by the 6fuse is uibstantally dhtfetent

from the discussion draft previously circulated.
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Bill that a definitive technical analysis by tax practitioners has been
virtually impossible. The complexity of its provisions can only cause
uneven and arbitrary enforcement and, administration of the Bill.
Skilled tax practitioners will undoubtedly find technical loopholes. On
the other hand, many United States entrepreneurs will by chance find
,themselves caught by extremely harsh provisions of the Bill which by
proper planning could have been avoided. Revenue agents cannot be
reasonably expected to understand the provisions or to enforce them
uniformly. Thus, the impact of the Bill will be haphazard.

A few provisions, examples and concepts under the Bill are re-
ferred to here to illustrate these difficulties. Part II of this memo-
randum refers to many other technical difficulties.

(a) Controlled Foreign Corporation.

The Bill taxes income of a "controlled foreign corporation" to a
United States person, whether or not distributed. The term "con-
trolled foreign corporation" is -defined under proposed' Code Section
954 as meaning "any foreign corporation of which more than 50 per-
cent of the total combined voting power of all classes of stock entitled to
vote is owned, directly or indirectly (within the meaning of Section
955(b)), by United States persons on any day during the taxable year
of such foreign corporation." The workability in practice of these sec-
tions of the Bill, depends almost entirely upon their being effective
control of the foreign corporation in a United States group and the
power and ability to ascertain easily. and without undue expense that
such control does, in fact, exist. -,

There will be mahn situatidfibl where thet percentage 'of United
Sites ownership cannot€be ascertained. In the first place, many foreign
cbrpbrations use bearer shards and the bwnerihip of iuch shares cannot
be determined. Others may be registered iii street names. SOtme shares
may be held in numbered bank accounts; the laws Of 6ile obuntrieS pro-
hibit the disclosure of the beneficial ownership of such shares bvbn to
other governments. Again the United States ownership may'result
frbm "attribution" under proposed Code Section 955. It is no answer
to say that this problem has existed for many years with respect to
foreign personal holding companies; there one is dealing primary with
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closely-held companies where the income test eliminates most, if not
all, large publicly-held companies; this is not true under the controlled
foreign corporation provisions, and perhaps under the new definition
of foreign personal holding company.

The control definition in the Bill applies also if United States
persons acquire more than 50% of the voting stock on "any day" of
the year. Since the tax under Section 951 is imposed only with respect
to that portion of the year during which the foreign corporation is a
controlled foreign corporation, determination of control may in some
cases have to be made on a daily basis. But, as a practical matter, it
will be impossible to ascertain the ownership position of a foreign cor-
poration with more than a few stockholders on each and every day of
the year, particularly after taking into account equitable interests and
the complex attribution rules.

The existence of control as defined in the Bill may not assure the
practical control that the application of the provisions of the Bill
requires. The theory apparently is that ownership by United States
persons of more than 50% of the voting power in a foreign corporation
would enable them to require the corporation to furnish the information
and declare the dividends that United States persons would need to
meet their newly.-imposed United States obligations, even though the
interests of such persons may be entirely unrelated. However, the
fact that United States persons in the aggregate may own over 50% of a
particular foreign corporation's voting stock gives no assurance that
they have common interests that permit them together to control
effectively any foreign corporation in a related chain of corporations,
even assuming that the UNited States persons who are shareholders'can
be ascertaified. These difficulties are ParticulArly burdensome to a
United States individual shareholder owning stock in a "controlled
foreign corporation", who may have no relationship with any other
shareholders." 'Similar. difcies apply with "respect to individual
shareholders, no iitter how small their interest, in a foreign personal

holding company, which under the new deflnition in Section 7 of the
Bill might embrace piblicly-held companies.

Moreover, as noted above, the deAnition requires that th 50%o test
be met on only one day during the year. Even if more than 50% of the
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ownership crosses over the line to United States persons on "any day",
there is no assurance that such persons will still have controlling vote
when the time comes to obtain the information needed to file their United
States returns or to compel the payment 6f dividends to meet their
United States taxes.

Under the attribution rules of proposed Section 955(b), more than
50% of the vote may be attributed to United States persons even though
they lack actual voting control. For example, assume a foreign com-
pany is owned equally by an American corporation and a foreign
corporation, each of which is publicly held. The subsidiary will be
deemed to be "controlled" by United States persons if there is a single
American shareholder of the foreign parent.* Indeed,, the same result
might even follow in a situation where the United States publicly.
hold parent had only a minority interest of, say, 40% of the sub-
sidiary's stock and the foreign publicly-held parent had the majority
interest of 60%. If American stockholders owned 20% of the stock
of the foreign parent, it would appear that the subsidiary would be
treated by the Bill as "controlled" by 'United States persons, even
though it is in fact controlled by foreigners. Here, too, it would be
extremely difficult, if not impossible, for a particular UnitMd States
person to obtain information with respect to the United States owner.
ship of the foreign publicly-held parent.

(b) Determination of the Amount of Income.

Under Section 13 of the Bill, a separate determination must be
made each year of its "Subpart F income" and of the increase in tie
earnings invested in "nonqualified property" of each foreign corpora-,
tlon'that is a controlled foreign corporation on any day of the'year, This.
must be done to determine the income to be taxed to each Ufited State"s
person having the requisite stock ownership. Regardless bf whether
Americans have effective voting control, it w11 generally be impossible
for them to obtain the type of United States tax accounting informa-
tion w ich the Bill requires to compute the income to be taxed to
United States persons under Section 13.

* On the other hand, where a foreip corporation is owned by a domestic corpation con-
trolled by non-resident aliens, the shareholders of the domestic corporaton are disregarded.
This seems anomalous in the context of United States "controlled foreign corporation".
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To. determine Subpart F income of the controlled foreign corpora-
tion for the year, the income must be divided into three. parts:, net
foreign base company income, other Subpart F income and other income.
The net foreign base company income is the foreign personal holding
company Income of the corporation, with substantial adjustments in
accordance with proposed Code Section 952(e), less the "increase in
investment in qualified property in less developed countries". -To
determine such increase, determinations must be made as to the amount
invested in qualified property in less developed countries at the, begin-
ning of the year and the amount invested at the end of the year. This
involves a detailed review of the underlying properties, method of
financing and nature of the business in the less developed countries,
since only property which is ordinary and necessary for the active
conduct of a trade or business carried on "almost wholly within" the
less developed countries can be qualified property.

In determining the pro rata share of a corporation's increase in
earnings invested in nonqualified property, not only must there be a
determination of the earnings and profits for the year and the earnings
and profits accumulated since December 81, 1962, but there must also
be a review of the financing, business ndeds and underlying nature
of the business of the foreign corporation and of any changes made
therein. To make these determinations, requires the application of a
series of imprecise concepts. There must be a determination of the
amount invested in qualified property, which in most instances will be
limited to property that is ordinary and *necessary for the active con-
duct of a trade or business carried on by the controlled foreign corpora-
tion while controlled by "substantially the same" United States per-
s ns since December 31, 1962 or for the prqcedlng five years, of carried
on within a less developed country. Since any change in makeup-of the
so-called United States controlled group and any change in the under.
lying nature of the trade or business affects what is 'qualified property,
complete analysis must be made of who is in control of the foreign cor-
poration and what changes, if any, have been, made in this business.
It is doubtful whether these determinations can ever be made with
precision.

e' determine action of earnings and profits for the year or for the
period since December 31, 1962 for a foreign corporation presents
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problems which will be insurmountable in a substantial number of
cases. Such a determination is difficult enough even in the United
States, because the term has never been defined with particularity
either in the Internal Revenue Code or the regulations thereunder.
"Earnings and profits", in United States terms, cannot be readily
computed (if at all) from the accounting records kept by many foreign
corporations or foreign accounting firms, even if they are branches
of or related to American accounting firms.

The determination of earnings and profits is dependent not only
on United States concepts of tax accrual, tax deferments, tax elections,
basis, tax exempt income, amortization and depreciation, and numerous
other items completely alien to the foreign corporation and foreign
accountants, but is also affected by reorganizations, liquidations,
exchanges and distributions in kind which may or may not be tax-free
by American standards. There are no provisions whatsoever under
the Bill for making these determinations or provisions establishing the
machinery therefor. With respect to tax basis, for example, which is
one of the ingredients of earnings and profits, Section 6 of the Bill
explicitly recognizes for other purposes that the adjusted basis of
property may not be available, and provides for the use of book values
"adjusted to approximate their adjusted basis" (whatever that may
mean).*

There are sufficient difficulties in determining earnings and profits
where there are actual distributions from a foreign corporation, but
in such a situation a determination only has to b'e made in respect of
the distributing corporation and the amount of income is limited by
the distribution. Where one deals with hypothetical distributions, as
under the Bill, from a group of controlled corporation which may be
only partially owned, or takes into account exchange fluctuations and
major currency devaluation, the problems so multiply as to be incapable
of intelligent solution.

Moreover, in addition to the insoluble problems in 4etermining
the corporation's aggregate earnings and profits, "it will be necessary
to maintain separate balances of earnings and profits with respect to

*The House Report states: "However In the case of some foreign corporations, a U. S.
concept of adjusted basis for assets may be iiicult, If not Impossible, to compute." (pp. 29.30).
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different shareholders during the year" (House Report, p. 60). With
the addition of numbered accounts, bearer shares, and street names,
the burden becomes insuperable.

(c) Other Provisions.
If income not distributed is taxed to United States persons under

the Bill, the shares with respect to which such income was taxed carry
the right to receive this income free of tax if ultimately distributed.
The provisions defining this right, especially in relation to the very
complicated foreign tax credit provisions, are most difficult to compre-
hend. Assuming they can be understood and applied, these shares then
carry this right to tax-free income upon transfer to successive United
States holders. How can successive shareholders ever keep track of
these rights?

Other complex provisions require determinations and information
that will be difficult to make and obtain, e.g., the provisions with respect
to the use of patents and the additional complexities added to foreign
tax credits because of the taxation of undistributed earnings. These
problems are not solved by the Bill's approach of putting an impossible
burden of proof upon the United States shareholders.

Failure to Meet Stated Objectives of the Bill
The objectives of the foreign income provisions of the Bill have

been stated to be as follows: (a) to improve the United States position
with respect to the balance of payments; (b) to eliminate any tax
incentives which would cause American industry to produce abroad
rather than at home; (e) to achieve "tax neutrality" or "equity ' #" by
imposing equal tax burdens on foreign and domestic income of United
States controlled enterprises; and (d) to eliminate the use of foreign
corporatiOns for avoidance of tax on items which should properly be
subjected to tlited States tax.

As lawyers, we shall not attempt to analyze whether the proposed
Bill ,1l "in fact materially aid the United States balance of payments

* These are merely labels which are largely meaningless until defined precisely in context,
but which- are often used as slogans to orient other, in favor of the psrilcular argument or
provision being espoused. The practical question Is not whether "equi ' or "tax neutrality"
should be favored, but rather with what; If any, other situations or particular provisions of
the Internal Revenue Code comparison should be made.
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picture, and the extent to which such effects, if any, will be short-run
or long-run. However, even without detailed economic analysis, it seems
evident that certain of the provisions of the Bill, particularly Section 16,
may have the effect of freezing United States owned foreign investments
by discouraging the eventual return of such capital to the United
States because of the harsh tax effect at the time of sale or liquidation.*
Other provisions of the Bill impose tax handicaps upon United States
investments which can be expected to reduce profits available for future
distribution to United States shareholders, such as those which will
tend to cause United States persons to give up control of foreign
corporations.

Similarly, no detailed comments are offered on the question whether
foreign income provisions will induce American industry to produce at
home goods that would be produced abroad if the Bill were not enacted.
However, it should be pointed out that economic factors apart from tax
considerations (labor costs, marketing factors, tariffs, and transporta-
tion costs, for example) may make it feasible to conduct a particular
business outside the United States, although it would be impossible to
conduct the same business within the United States. The experience of
the undersigned in planning foreign operations with business men
indicates that business men seldom really have a choice between estab-
lishing a business outside the United States on the one hand and, on the
other hand, establishing the same business within the United States (or
expanding an existing business so that it can export abroad). The choice
whih an American entrepreneur generally faces is whether he desires
to serve a particular foreign market by establishing his business in that
market or whether he will leave'that market to be exploited by
foreigners.

In Exhibit III to Secretary Dillon's statement before the Senate
Finance Committee, the concept of "neutrality" underlying the
foreign income provisions is stated to be as follows: " 04e of the most
fundamental of the guiding principles in American income Ataxatlon is
that there should be equality in'the tax treatment df'sitlar groups of
taxpayers. Applied to corporations, this 'Principle Miist be interipr6ted

Proposed Section 1248(a) and ,(t))nay according'to Secretary Dillon, lie chaxxe to

apply only, to earnings and profits accumulated hereafter, In, which event .the connimeit bithe
text would apply only to freeze 1nvestmen~ in the fukqre.
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to mean that the incoxhe of any branch or subsidiary of an American
corporation operating overseas should as far as possible be subject to
the same corporate income tax rates as the income of any branch or
subsidiary operating at home." Assuming this is a sound interpretation
(which is perhaps arguable), a careful study of the proposed' Bill
indicates clearly that its provieons will not achieve this type of
"neutrality". Instead the foreign income provisions of the Bill will
impose upon the shareholders of United States controlled foreign cor-
porations discriminatory burdens in comparison to shareholders of
United States corporations. Moreover, the Bill will impose so heavy a
tax burden on the individual entrepreneur as distinguished from the
large corporate investor as to force his withdrawal in many cases from
direct participation in international commerce.

Lack of Parity Between United States and
Foreign Corporations

In an effort to create "tax neutrality" between a domestic corpora-
tion operating overseas through a branch and a foreign corporation, the
Bill would require United States sh6areholders to pay United States
income, taxes, at ordinary income rates, with respect to certain income
or earnings of United States controlled foreign corporations. In a
number of important respects, however, this treatment does not result
in neutrality but results in foreign corporations being treated, more
unfavorably than domestic ooporations, This is especially disheart.
ening in situations where the foreign inVestment, was made at the
urging of the United States; government which in the past has been
fostering.- foreign investments.

In the case of a related group or chain of United States controlled
foreign corporations, theo.Bill would tax the United States shareholders
directly on the profits of each of the controlled foreign corporations,
but does not make. any provision for offsetting suc profits, by the

losses incurred, by other foreign corporations within,-the grop or
chain as would 'e the case if, the foreign corporations were branches
of a domestic corporation.* This. will often, result in taxing united

In the case of domestic corporations In such a related group, the distributed profits are taxed
up the chain of corporations and not directly, or in proper cases where the requisite corporate
ownership exists and the taxpayer so elects, as a consolidated group. If either of such concepts
were used in the Bill, some of the harsher provisions of the Bill could be eliminated.
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States shareholders with hypothetical income where in fact no income
or other economic advantage was earned or enjoyed by the share-
holders.

Example 1

A, a United States individual, owns all of the stock of foreign
corporation B, which in turn owns all of the stock of foreign cor-
poration C. In 1963 C earns $60,000 of Subpart F income and
no other income. In the same year B incurs $100,000 of losses.
As a result, the value of A's investment in B, the very corporation in
which he owns shares, has been reduced in 1963 by $40,000. Under
the Bill, A is taxed with hypothetical income of $60,000.

Unlike the Treasury's draft Bill of January 1962 and unlike the
case of a domestic corporation, H.R. 10650 does not make any provision
for permitting those businesses which have losses in some years and
profits in others to offset their losses against their profits.

Example 2

A, a United States owned foreign corporation, suffers losses of
$1,000,000 in 1963, and earns Subpart F income of $1,000,000 in
1964. The United States shareholders receive no deduction for A's
1963 loss and are taxed with $1,000,000 in 1964.

Capital gains derived by a controlled foreign corporation from the
sale of plant and equipment or other assets used in its business would
apparently be taxed to the United States shareholders at ordinary in-
come rates and not at capital gain rates. In the case of a domestic cor-
poration, the gain derived by the corporation on such sales would be
taxed at capital gain rates.

In the case of a controlled foreign corporation, the Bill would
impose a United States tax upon United States shareholders irrespec.
tive of whether the income or earnings of the foreign corporation are
or can be distributed. The Bill makes no provision for cases where
distribution is impracticable or even impossible by reason of currency
exchange controls, foreign law requirements, loan agreements, etc.
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Example 3
In 1963 corporation B, a United States owned foreign corporation
engaged in manufacturing abroad, earns a profit in foreign cur-
rency equal to $1,000,000. The earnings are not needed in the
business and B desires to declare, such earnings as a dividend
to its shareholders but is unable to do so because of local currency
exchange restrictions. The United States shareholders of B ap-
parently are taxable in 1963 with $1,000,000 of hypothetical income.

A foreign business is frequently carried on through many corpo-
rations for reasons which have nothing to do with taxation.* For
all practical purposes, a group of such foreign corporations carrying
on what is primarily one business should be viewed as branches of
that business and if so viewed, intercompany transactions would be
without tax effects. When separate U. S. corporations carry on one
business this result is afforded through the consolidated return priv-
ilege or the dividends received deduction, or because items of inter-
company income may be offset by concomitant deductions. In the case
of a group-of foreign corporations, however, intercompany transactions
may have substantial adverse tax effect under the Bill. This certainly
should not be the case where the arrangements are not tax motivated.

Example 4
Company A, a United States controlled German corporation
engaged in manufacturing in Germany, acquires title to German
real estate to be occupied'by it and used in its business through
a wholly-owned subsidiary, B, another German corporation, rather
than directly to avoid mortgage liability. B leases the real estate
to A and uses its rental income to discharge its mortgage indebt-
edness. The income of the subsidiary would be Subpart F income
taxable to United States shareholders of Company A.

Under Sections 13 and 16 of the Bill, an ordinary income tax is
imposed on United States shareholders with respect to certain earn-
ings of the controlled foreign corporation, which tax is payable either
currently or upon the sale or liquidation of the United States share-

* These non-tax reasons would include limitation of liability, participation of minority
shareholders exchange control problems, national prejudices and attitudes, title considerations,
restrictions tn loan agreements and separation of related but competing lines.
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holders' investment (to the extent of any gain realized). On the other
hand, in the event the investment should result in a loss, the investor
receives no ordinary deduction for the loss and will be granted in the
usual case only a capital loss upon the sale or liquidation of his invest-
ment irrespective of, the amount of undistributed earnings that may
have been taxed currently as ordinary income. In short, the formula
offered to the investor in a foreign corporation is to pay, ordinary
income taxes if he succeeds, but take only capital losses if he 'fails. The
United States investor in a United States corporation ordinarily re-
ceives the benefit of a capital gain upon sale of stock of a domestic
corporation at a profit.

To summarize: The Bill does not establish parity of treatment as
between controlled foreign corporations and domestic corporations,
between United States shareholders in a domestic and foreign corpo-
ration, or between a United States corporation with a foreign branch
and a foreign corporation. Instead, it subjects controlled foreign
corporations and their United States shareholders to disadvantages
which would in many cases make the foreign investment much less
attractive from an income tax viewpoint than a domestic investment
or even impossible as a business matter, particularly where such invest-
ment involves risk of loss.

Discriminatory Treatment of Non.Corporate Shareholders

One method chosen by H.R. 10650 for achieving tax "neutrality"
is to treat the undistributed income of a controlled foreign corporation
as if it had been earned by its United.States shareholders. Where the
shareholders are individuals, trusts or partnerships, rather than cor-
porations, this would impose severe hardships and would certainly not
be "equal" to the tax treatment afforded United States stockholders
of domestic corporations.*

The corporate income would be taxed to the individual (or other
non.corporate) shareholders at 'individual rates of tax oh ordinary

* The existing foreign personal holding com pany provisions, which cause certain "passive"
income of foreign corporations to be taxed to Unit d States shareholders whether or not dis-
tributed have had quite limited applicability to situations believed to be created primarily for
tax avoidance and do not afford a reasonable precedent for the sweeping provisions of the Bill
and their application to operating businesses.
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income rather than at corporate rates. If such individuals were to
form a United States corporation to act as shareholder, it appears that
such a corporation, in the absence of other gross operating income of
more than 20% of its total gross income, might be treated as a personal
holding company by reason of hypothetical dividends under H.R. 10650.

Similarly, where the non-corporate shareholders liquidate or sell
their investment in the controlled foreign corporation, under Section 16
of the Bill they would'be required to report the gain (to the extent or
earnings and profits previously uiftaxed) as ordinary income taxable
at their individual rates. rather than at corporate rates.

Example 5
A, a Puerto Rican corporation, which has been exempt from
Puerto Rican tax because of the Puerto Rico industrial incentive
program, is owned equally by B, a United States individual, and by
C, a United States corporation. (B is single and has $20,000 of
income from other sources.) A corporation has accumulated, since
1913, earnings of $200,000. Immediately after the enactment of
H.R. 10650 A corporation liquidates and distributes $110,000 each
to B and 0, who each realize a gain of $100,000. The United States
tax imposed is as follows:

on B - $83,696

on C corporation - $52,000.0

Domestic corporations are allowed to credit, against their United
States income tax on foreign dividends, such foreign income taxes as
were paid by the foreign corporation with respect to the earnings which
it distributed. On the other hand, an individual (or other non-corpo-
rate) shareholder who receives dividends is not allowed a tax credit
with respect to taxes paid by a declaring corporation. As a result, the
impact of the hypothetical dividends created by H.R. 10650 will be much
more severe in the case of the individual (or other non-corporate)
shareholder. He will find himself with the obligation to pay a United
States tax on his hypothetical income (at individual rates)--notwith-
standing the fact that his foreign corporation has already paid foreign

* Even If the Bill is amended in accordance with Secretary Dillon's suggestion to limit the
ordinary Income treatment on liquid4flon to earnings accumulated hereafter, results similar to
those of the example would apply with respect to subsequent earnings and a later Hquidation.
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corporate taxes at a rate equal to, or even greater, than the United
States corporate rate and therefore, under the Treasury Department's
concept of neutrality, is already in a state of grace.

Example 6
C, a Canadian real estate corporation, is owned equally by A, a
United States corporation, and by B, a United States individual. (B
is single and earns $20,000 per year.) In 1963 0 derives net income
of $100,000 from rental of its Canadian realty, and pays Canadian
corporate income tax of $50,000 (at the 50% Canadian rate). All
of C's funds are applied to meet its expenses and mortgage debt;
no dividends are distributed by C. Under the Bill A corporation
and B each have $25,000 of hypothetical income under Section 951.
The following additional United States taxes would be imposed
on each:

on A corporation - $500
on B - $158,370.

In many instances, the United States shareholder may be taxed on
an amount greater than that which can be distributed to him. The
situation is particularly acute with respect to individuals where there
is a chain of corporations.

Example 7
A, a United States individual, owns all of the stock of foreign cor-
poration B, which in turn owns all of the stock of foreign corpo-
ration C. In 1963, 0 has $100,000 of Subpart F income which it
distributes to B, after deduction of a foreign 30% withholding tax
on dividends, B then distributes $70,000 to A as a dividend. Under
Section 951, A has $100,000 of taxable income even though only
$70,000 was distributed to him. He receives no foreign tax credit
with respect to the $30,000 of withholding tax withheld by corpora-
tion C on its distribution to corporation B.

Individuals or small groups of individuals now have the privilege
generally of doing business in corporate form and eventually realihiilg

*If the "'oss-u " rovisions of Bill Section 11 are enacted, the additional tax to A would
be $i,000 instead of
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on their investment at capital gain rates. When Section 16 of the
Bill, which taxes gains from the sale of foreign corporate stock at
ordinary income rates, is taken together with Section 18 of the Bill,
it seems clear that the net effect of the Bill is to withdraw this privilege
with respect to foreign investment. Whether the privilege of being
taxed this way on a business venture is correct tax policy or not may
perhaps be open to debate. However, it seems "inequitable", and
is certainly less than "neutral", to withdraw the privilege only as to
those who do business abroad. Surely it is undesirable to do so
through the technical mechanism of a complex bill when this important
change of policy has never been stated frankly as a policy decision
by the Congress.

Existing Businesses

H.R. 10650 would impose upon United States businesses operating
abroad a whole series of complex and unprecedented tests of taxability.
Under these circumstances, it is essential that adequate provision be
made for equitable treatment of existing bona fide business operations
entered into in reliance upon existing law. Unfortunately, this has not
been done except in one respect. * Most provisions contained in the
Bill with respect to the continuation of existing businesses are in-
adequate and unfair.

No provision is made for relief from tax on Subpart F income
which has been assigned or otherwise committed to meet obligations
incurred in reliance on the tax provisions of existing law. For
example, a foreign real estate corporation may have financed the con-
struction of a hotel by assigning to the lending bank the rent to be
received under a long-term lease, or a foreign mining or manufacturing
corporation may have entered into construction commitments that were
to be financed out of future profits. Under the Bill, the United States
shareholders would be granted no deduction for Subpart F income
necessarily applied to meet these pre-existing commitments. The acute
inequity of this result is best illustrated by the foreign investment
which was made at the encouragement of the United States government.

* As noted below, a business existing on December 31, 1962 may, subject to certain limi-
tations, reinvest Its earnings In the same business.
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Indeed, in such A situation the corporation might ultimately ex-
perience a loss on the disposition of its assets, which were taxed as
ordinary income but were not distributed, but the United States share-
holders would never receive the benefit of such loss as a deduction
against the ordinary income taxes paid by them in previous years
with respect to their hypothetical Subpart F income.

, The House Committee Report indicates (p. A98) that the defini-
tion of an existing trade or business will be relatively narrow, and that
any new "lines of activity" entered after December 31, 1962 in other
than less developed countries will be subject to tax on accumulated
earnings during their first five years of operation. This would tend to
freeze business to patterns existing on December 31, 1962, irrespective
of subsequent obsolescence, inefficiency or changes in the foreign con-
cepts of business forms."

With respect to the tax on accumulated earnings, the Bill expressly
permits accumulation in foreign business carried on continuously since
December 31, 1962 under the control of substantially the same United
States persons. This means that companies now entrenched abroad will
have a substantial advantage under this provision in fending off com-
petition from other United States controlled enterprises which seek
to enter their existing foreign business areas.

Even in the case of a business continued since December 31, 1962,
where control subsequently passes into the hands of a United States
group not substantially the same as the group in control at the end of
1962, the Bill would impose a tax on accumulated earnings arising after
1962 and retained subsequent to the date when control changes (appar-
ently whether realized before or after the change in control occurs).
This would mean that the remaining United States shareholders might
become liable, retroactively, for a tax on all such accumulated earnings,
unless they disposed of their interest prior to the close of the taxable
year. In the case of the individual owning 10% of the stock of the
controlled foreign corporation, this provision would result in a pyra-
miding of income into one taxation year with a corresponding increase
in his tax bracket.

The test of a new business is apparently made separately with respect to the particular
foreign corporation. This would bar the use of a separate corporation organized after 1962 even
where it was essential in order to obtain a mortgage, to iimit liability, or for other business
purposes of an existing business.
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Under these circumstances, if for any reason it should become nec-
easary after 1962 for any substantial United States stockholder to
dispop.e of his stock in an existing United States controlled foreign cor-
poration, all the United States shareholders would be taxed upon the
earnings accumulated since December 31, 1962 either under .Section
951, if they continued to hold through the end of such year, or under
Section 16 if they sold before the end of such year; any further prob-
lems for the future could be avoided only if all United States share-
holders were, after the sale by the first, to sell to foreigners or to
United States persons owning less than 10% of the stock. This is an
extremely difficult situation in which to place stockholders who may,
have inconsistent interests with respect to possible sale of their stock.

The Bill makes no provision for permitting tax-free reorganiza-
tions of the kind now permitted to domestic corporations, to the extent
required in order to bring existing foreign businesses within the format
of the new law. The differences between a taxed and untaxed operation
may be only accidental-e.g., organization, rather than qualification, in
a particular country-but the foreign corporation will nevertheless be
unable to reorganize to come within the law. Some amnesty provision
or provisions would seem to be essential.

In short, the Bill's provisions with respect to existing businesses
are arbitrary and incomplete. Moreover, to the extent that the Bill at-
tempts to deal with existing businesses, it has introduced rules which
would, by freezing present overseas business, tend to favor big business
over small and to encourage and to perpetuate any existing monopolistic
trends since new ventures bear the full impact of the Bill.

Competition with Foreigners

Where United States controlled foreign corporations are presently
engaged in manufacture abroad, or in the purchase or sale of foreign
goods between one foreign country and another, or in other foreign
marketing activities having no connection with the United States, the
Bill is designed to compel the foreign corporation to conduct its activi-
ties in such a way as to pay the "tax imposed by the foreign country"
in which it is dealing (House Committee Report, p. 58). Thus, on any

3168



REVENUE ACT OF 1982

purchases or sales between related companies the Bill requires payment
currently of United States tax on foreign sales income except where the
foreign corporation is organized under the laws of the country from
which it purchases or to which it sells (proposed Section 952(e) (2)).
This would presumably require the United States controlled foreign
corporation to be so organized as to subject itself to the foreign taxes
imposed in one or the other of such foreign countries unless it can
obtain a tax exemption from one of them. If sales are made in more
than one country, the practical impact of the Bill may well be to encour-
age the organization of separate marketing companies in each of such
countries, with substantial resulting costs and complexities.

In this way Americans would be subjected to a competitive disad-
vantage by being forced to pay foreign taxes or obtain foreign tax
exemption with which their foreign competitors need not concern them-
selves. Thus, while a German manufacturing company that is not con-
trolled by United States persons may sell its products in countries out-
side Germany through the use of a Swiss sales company without special
tax burdens on the sales company, a United States controlled German
manufacturing company may not (unless, of course, it is invested in a
less developed country). This is so, even though the only tax avoidance
is avoidance of German taxes rather than avoidance of United States tax.

It is submitted that it is unreasonable for the United States revenue
laws to attempt to deal with this type of avoidance of foreign taxes, and
a unilateral effort to force the payment of foreign taxes would substan-
tially damage legitimate United States-owned businesses. If the Ger-
man Government believes that. such avoidance should be eliminated, it
is the German Government that should provide legislation for this
purpose, not the United States Government. The arrangements be-
tween a manufacturing company and a sales company are often made
with the full knowledge and approval of the governmdnt of the country
in which the manufacturing company is located. To impose a United
States standard of tax avoidance in this particular'instance would cause
American controlled foreign companies to operate under a disadvantage
in competing with foreign controlled enterprises.

In the case of new businesses or "lines of activity" (House Com-
mittee Report, A98) entered subsequent to December 81, 1962, the Bill
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goes beyond forcing United States controlled foreign corporations
to pay heavier foreign' taxes than do their foreign competitors.
In this case the Bill would impose a current United States tax on all
earnings accumulated during the first five years of operation even
though such accumulation was ordinary and necessary for the active
conduct of the foreign business in an economically developed coun-
try (proposed Sections 951(a)(1)(B), 953(a)(2), 953(b)(2) and
953(b) (3) (A) (i)). Thus, the new United States controlled business
could not expand its operations through the use of retained earnings for
the first five years. Moreover, the United States tax would be imposed
irrespective of whether the new line of activity involved purchases from
or sales to the United States, manufacture within the United States,
dealings with the United States parent, or competition of an-' kind with
United States producers. As a practical matter,, therefore, the Bill
would tend to enable foreign competitors--who pay no such taxes--to
drive United States controlled corporations out of the developed foreign
markets-such as the European Common Market.

In short, the effect of the Bill in economically developed foreign
markets is to impose upon the foreign business of United States con-
trolled foreign corporations either foreign or United States taxes to
which their foreign competitors are not subjected.

Less Developed Countries

In accord with Secretary Dillon's statement before the Senate
Finance Committee that "the deferral privilege should be retained for
income earned in less developed countries, in line with our general
foreign policy objectives", the Bill contains provisions purporting to
encourage investments which would benefit the economy of such less
developed countries. On analysis, however, the encouragement offered
by the Bill is illusory.

In order to qualify, a business must be one which is carried on
"almost wholly within" one or more less developed countries. This
would eliminate tax deferral for any business which, though beneficial
to the economy of the less developed c6uitry, involves substantial activi-
ties outside its borders. Thus, if a manufacturing business in a less
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developed country purchases machinery or supplies from the United
States or any other developed country, the business might be dis-
qualified. Similarly, the sale in Western Europe of products manu-
factured in a less developed country might disqualify the business as
one carried on "almost wholly within" the less developed country.
The transportation of goods by air or by sea to or from a less devel-
oped country, or between two or more such countries over any sub.
stantial distance, might disqualify a business. Where engineering
services and other technical assistance are rendered from offices located
in other foreign countries, the business might not qualify. The only
businesses which would clearly come within the statutory language
would appear to be local enterprises of the type which would not
normally be attractive to outside capital.

Ever assuming that a new business activity in a less developed
country qualified initially, its United States shareholders would run
the risk of being subjected to United States income tax on all its post-
1962 earnings if at any time in the future the particular country should
be removed from the Treasury's list of less developed countries.

example 8
On January 1, 1963, Ghana is listed by the President as a less
developed country. In 1964, G, a Ghana corporation owned by a
United States partnership, invests $5,000,000 in a dam located in
Ghana, which produces electricity solely for distribution in Ghana.
In 1964,1965, 1966, and 1967, the profits of G (which is on a calendar
year) are $100,000, $200,000, $300,000, and $800,000, respectively.
All profits are used for debt amortization, pursuant to a loan
agreement which prohibits any payment of dividends until 1974.
On December 1, 1966, as a result of improvements in the Ghana
economy or for other reasons, Ghana is removed by Executive order
from the list of less developed countries. As a result, on December
31, 1967 the United States shareholders are liable for a United-
States tax, at ordinary income rates, on $1,400,000 of hypothetical
dividends.

Even assuming that the investment qualified when made and that
the country in question continued to be less developed, Section 16 of the
Bill would ultimately impose an ordinary income tax upon the gain
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derived from liquidation or from sale or exchange of the investor's
stock, to the extent of earnings and profits not previously taxed. (In
the case of a domestic corporation, of course, such liquidation or sale
or exchange would result in capital gains treatment.) In return for
engaging in the risk of an investment in a less developed country, the
investor will in the usual case be limited to a capital loss in the event
his investment should become valueless but would ultimately be sub-
jected to an ordinary income tax in the event his investment proves
successful and he attempts to realize upon it.

Example 9
Same facts as in Example 8, except that in 1968 Ghana expropriates
the dam and seizes the stock of G corporation. The United States
shareholders are allowed to deduct the loss in 1968, but only as a
capital loss. It is not even available as an offset against their
1967 tax on hypothetical dividends never in fact received.

In view of the development programs of Puerto Rico and the Virgin
Islands, special consideration should be given to excluding corporations
of those countries from the term "foreign corporation" for purposes of
Sections 13 and 16 of the Bill.

To sum up: The less developed country provisions of the Bill
offer little practical incentive for investments apparently desired to aid
such countries.

Constitutionality

The provisions of the Bill taxing income to those who do not
actually receive it go far beyond legislation which produces some-
what related results in other areas of the Internal Revenue Code.
In some instances, technical provisions of the Bill as they now stand
may result in taxation although there is no realization of income or
other economic benefit, or income may be taxed twice or in an amount
in excess of the economic benefit.0 These aspects of the Bill, and
perhaps others as well, raise serious questions as to the constitution-
ality of some parts of the Bill.

* E.g., see Examples I and , np, and the dimudon of Bill Section 13(b) In Part I,
infra.
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If the Bill 'were a technically workable expression of a series of
consistent policy decisions, it might be appropriate to enact it into
law oven though it was recognized that constitutional issues under the
law would have to be faced. However, the Bill reflects inconsistencies
in policy, and policies which are not in fact implemented by the Bill; it
is seriously defective in purely technical respects, and may, in large
part, be administratively unworkable. In this context, the constitu-
tional issues inherent in the Bill provide an additional and compelling
reason why it should not be enacted into law in its present form.

Conclusion

The undersigned attorneys are aware that there are instances in
which foreign corporations or foreign trusts have been improperly
employed to avoid United States taxes. In the limited time within
which these comments have been prepared, they have been unable to do
more than analyze the provisions of the Bill and their impact upon
business operations reasonably undertaken for business purposes and
not for tax avoidance purposes. -

The attempts to frame legislation to prevent United States tax
avoidance through the use of foreign corporations have suffered from
the fact that two processes have been carried on concurrently. There
are, first, the process of defining precisely what foreign activities are
to be discouraged or penalized and, second, the process of drafting
legislation which is technically adequate to meet the needs of a clearly
defined policy and does not cause other undesirable consequences.

The whole area of the taxation of foreign income is seriously
complicated by the fact that treaties, foreign statutes, foreign methods
of financitig and marketing, foreign administrative controls as well
as domestic law and the public policy of the United States are involved
in it. The complexity of the general problem makes it difficult to reach
adequate and fair legislative solutions. The first stage-that of defi-
ing tax policy-has been handicapped by the use of broad phrases such
as "tax havens", "the privilege of tax deferral", "equity" and "neu-
trality" which cannot serve as substitutes for a thorough analysis of
problems of economics and tax policy. These broad phrases very often
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turn out to be completely misleading when the technical product drawn
from them is applied to a concrete business situation.

Working out a reasonable solution for the problem of 'preventing
United States tax avoidance through the use of foreign corporations
may take considerable time if it is done in a systematic fashion by mov-
ing from. policy decisions (settled with reasonable clarity and publicly
announced) to technical solutions upon which comment can be offered
after a suitable period for study. However, any loss of time which
may be involved would seem preferable to the administrative confu-
sion, the disruption of legitimate business transactions, the unjustified
tax penalties and the cost of litigation which would result from enact-
ing the foreign provisions of the Bill.

PART 11

Technical Discussion of Sections 5, 6, 7, 13, 16 and 20 of
IHR. 10650.

Sections 5, 6, 7, 13, 16 and 20 of the proposed Revenue Act of
1962, H.R. 10650, relate to the taxation of foreign income. The follow-
ing is a 'brief discussion of certain problems and technical deficiencies
believed to exist in these sections. All section references are to pro-
posed or amended sections of the Internal Revenue Code unless other-
wise indicated.

BILL SECTION 5
Amount of Distribution Where Certain Foreign Corporations

Distribute Property In Kind.
Section 801(b)(I)(C). This section should be amended by insert-

ing the word "domestic" before the first reference to the word "corpo-
ration" so that this section will not apply in the case of a distribution
from one foreign corporation to another foreign corporation. The
application of the proposed section to foreign distributees receiving
distributions from foreign distributors so that distributions in kind re-
ceived by foreign distributees are measured by market value rather
than by tax basis seems unrelated to the purposes of the provision as
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outlined in the House Committee Report (pp. 26 to 27). If the amount
of distributions in kind made by domestic corporations to corporate dis-
tributees continues to be limited to the tax basis of the property, there
would seen to be no tax rdason for the application of a different prin-
ciple in the case of distributions from one foreign corporation to
another foreign corporation. This problem is particularly important
in view of other provisions of the Bill imposing current taxes based
upon a domestic stockholder's pro rata share of the earnings and profits
of foreign corporations and also because of various other provisions
which require computations of taxable income in relation to earnings
and profits of foreign corporations (e.g., determinations of the amount
of a distribution taxable as a dividend or of a foreign tax credit).

Section 3o (b) (1) (C) (i) and (ii). These clauses should be revised
to make it clear whether the proportions of the adjusted basis or fair
market value of property distributed in kind referred to in clauses (i)
and (ii) as "properly attributable" to gross income from sources
respectively within and without the United States are to be determined
solely by reference to gross income ratios or are to be determined in
appropriate cases by tracing the property distributed in kind to opera-
tions either within or without the United States. It would appear
advisable to use gross income ratios although this is not wholly
without difficulties.

Bill Section 5(d). This section, which amends Section 902(a),
provides that for the purpose of computing the foreign tax credit in
respect of property distributed in kind to a United States stockholder
entitled to a foreign tax credit under Section 902(a), the amount of the
dividend shall be the lower of basis to the distributing corporation or
value. It would seem equitable to amend this Section 5(d) so that the
amount of the distribution used in calculating the foreign tax credit is
the same as the amount subjected to United States taxes. The super-
ficial justification of the present form of the section, which effectively
denies any "deemed paid" tax credit with respect to the excess of
market value of property distributed in kind over its tax basis, is that
such. amount would not have been included in the computation of a
foreign corporation's earnings and profits under United States law
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(except to the extent that special provisions such as Sections 812(b) or
(j) should apply). However, the computation of an equitable 'deemed
paid" credit does not require that the foreign tax paid be identified with
particular earnings and profits; the credit is available even though the
foreign tax is imposed with respect to a substantially different income
base than is used for United States tax purposes so long as it is out of
earnings and profits.

The inequitable operation of the above section may be illustrated
as follows: Assume that F, a Canadian corporation, has accumulated
earnings of $50 with respect to which $50 in Canadian income taxes
have been paid. F distributes to an American corporation owning 10%
of F's stock depreciable property which has an original cost of $100, an
adjusted basis of zero and a market value of $50. Disregarding the Ca-
nadian dividend withholding tax, Section 5(d) would mean that $26
in United States taxes would be payable with respect to this distribution
and there would be no credit for taxes "deemed paid", even though F
had generally been subjected to Canadian come taxes on its earnings
at a 50% rate and even though there would have been no significant
United States taxon the distribution of a similar amount of cash because
of the credit for Canadian taxes. The problem is aggravated by the
fact that under Canadian law (or under similar laws of other countries)
the provisions for recapture of depreciation might have resulted in the
collection of an additional $26 in Canadian taxes from the Canadian
corporation as a result of the distribution whieli would not have been
payable upon a cash distribution. In such an event, the earnings and
profits of the Canadian corporation would have bee4 reduced to $24,
with respect to which $76 in taxes would have been paid. It would be
of no consolation to the United States corporation that has received no
"deemed paid" credit under these circumstances that there is a highly
theoretical possibility of its obtaining future benefits with respect to
the aggregate of Canadian taxes paid.

Basing the foreign tax credit on market value would require an
amendment to Section 902 of the Code to provide assurance that
particular foreign taxes are not credited twice. Section 902 might be
amended so that, for the purpose of computing the "deemed paid"
credit, the amoutit of the excess of market value over the tax basis of
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property distributed in kind would first be included in the distributing
corporation's earnings and profits and then deducted therefrom upon
its distribution (compare Section 312(b) of the Code in which the
suggested procedure is" followed).

BILL SECTION 6
Amendment of Section 482.

Section 482(b). Section 482 presently authorizes the Secretary to
reallocate items of gross income and deductions arising from intercom-
pany sales between members of a controlled group for the purpose of
arriving at arm's length prices; that is, the prices which would have
been charged if the intercompany transaction had occurred between
parties dealing at arm's length. The suggested approach of Section
482(b) would authorize the Commissioner to reallocate the taxable
income from intercompany transactions by the exercise of a three-factor
formula; however, the formula is specifically inapplicable if the tax-
payer can establish that the intercompany transactions were carried out
at arm's length prices. Consequently, it will continue to be necessary
in most cases, as under present Section 482, to attempt to determine
arm's length prices.

Section 2.(b) (.2)(A). This section provides that the allocation
shall be made by the Secretary or his delegate taking into account the
portion of the allocation formnila items attributable to the United States
and not attributable to the United States. This section, or regulations
to be issued thereunder, must establish rules of general applicability
for determining the relative weight to be accorded to each of the various
allocation factors and how each of the factors is to be determined. Such
rules might be developed by regulations with different formulae applica-
ble to different industries, with a right in each taxpayer to show that a
special formula rather than the formula for his industry should apply
in his case. It is recognized that the development of appropriate indus-
try formulae will require a substantial amount of time and experience.
For example, assume that a domestic parent has a plant in the United
States at which it produces a variety of prodf6ts some portion of which
are sold to a foreign subsidiary abroad for resale by the latter. For pur-
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pose of the asset factor, how is the plant to be treated? Normally, in
the situation of state franchise taxes, where the concern is with allocat-
ing a corporation's entire income, the plant would be simply taken at its
cost. Such an approach would obviously be improper under Section.
482, however, because, to a large extent, the plant would have been used
to produce income which was not to be allocated.

Bill Setion 6, in the absence of a finding of an arm's length price,
contemplates an allocation between organizations on the basis of factors
which are essentially territorial in nature. Such allocation on a terri-
torial basis (i.e., "attributable to the United States") might be logical
in connection with an amendment of source of income rules, but seems
inappropriate in view of the purpose of Section 482 to allocate income
between related persons. For example, if a domestic manufacturing
parent has a plant abroad, that would apparently result in allocating
more income to a foreign subsidiary. This provision presumably should
refer to factors "attributable to the domestic organization or organ-
izations".

Section 482(b) (2) (B). This section provides for the use of alter-
native methods of allocation if the taxpayer "establishes to the satis-
faction of the Secretary" that such method clearly reflects income of
the group. The section implies that the Secretary has complete discre-
tion as to whether an alternative method may be used. Since an alter-
native method can not be used unless it Iclearly reflects income", and
since the taxpayer always has the burden of proof, it is essential that
the words "to the satisfaction of the Secretary or his delegate" be
deleted from this subsection in order to give it any real meaning.

Section 48.2(b) (8). This is an enigmatic provision which provides
that the value to be assigned to the assets in the asset factor of the
allocation formula is "the adjusted basis in the hands of the taxpayer
or, if such basis is not available in the case of a foreign organization,
then their book values, adjusted to approximate their adjusted basis".
The adjustment of book values to "approximate" adjusted basis if the
adjusted basis is not available gives recognition to a serious practical
problem, but requires further refinement to indicate what adjustments
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for depreciation and other factors are to be taken into account. Perhaps
book value should be prima facie evidence of adjusted basis. The
section also includes "leased property" in the asset factor, yet there
are no provisions whatsoever for deterniluing the adjusted basis of
leased property.

BILL SECTION 7

Distribution of Foreign Personal Holding Company Income.

Bill Seotion 7(a). This section reduces the gross income test of a
foreign personal holding company under Section 552 of the Code from
60% (or 50%) to 20%. In almost every case, a foreign personal hold-
ing company will also be a controlled foreign corporation under Section
13 of the Bill. As a foreign controlled corporation, the Unitod States
shareholders having a 10% interest would be taxed on their pro rata
share of Subpart F income (whibh inludes all foreign personal holding
company income). However, the treatment under this section and
under Section 13 of the portion of Subpart F income which is foreign
personal holding company income will differ in each of the following
ways: (1) foreign personal holding companies will receive no credit for
qualified investments in less developed countries whereas a controlled
foreign corporation can so invest certain portions of its Subpart F in-
come; (2) if a foreign personal holding company is doing business in the
United States, its United States source income will not be exempted
from the effects of Section 13 as in the case of foreign controlled cor-
porations under Section 952(a) (2) of the Code; and (3) foreign per-
sonal holding company income will be passed through to each share-
holder while, under Section 13, shareholders owning less than 10% of
the stock will not be required to include in income any deemed distri-
bution.

In view of Section 13 of the Bill, there is either no need for amend-
meit of the foreign personal holding company sections, or the foreign
personal holding company prbvisiohis should be eliminated and reliance
placed solely upon Section 13 of the Bill. A reduction of the gross
income test to 20% will'have the effect of treating as foreign personal
holding companies many substantial operating companies with oper-
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ating subsidiaries. To the extent that such companies have Subpart
F income, Section 13 causes such income to be taxed only to 10%
United States shareholders. By treating such companies as foreign
personal holding companies, many other individual United States
shareholders owning small percentages of stock will be taxed on undis-
tributed income, and all shareholders will be subjected to the punitive
treatment resulting from Section 1014(b)(5) of the Code, which dis-
allows a step-up in basis at death for shares of a foreign personal hold-
ing company even though the value thereof is included in the gross
estate.

Bill Secion 7(b). The discrepancy between the deemed distribu-
tion under this section and the deemed distribution under Section 13
with respect to Subpart F income, where the pass through is only of the
passive income less the deductions allocable thereto, leads to confusing
discrepancies between the foreign personal holding company provisions
and the Subpart F provisions. For example, assume that a corporation
has $1,000,000 of gross income from manufacturing operations which
produces $200,000 of net income and has $250,000 of gross rental income
producing $10',000 net inconfe. For foreign personal holding company
purposes, the amount *taxed through the Uited States shareholders,
assuming all stock is owned by United States shareholders, would be
$42,000 (i.e., $250,000/$1,250,000 times $210,000), although with respect
to Subpart F income, the amount taxed through to United States
shareholders owning 10% or more of the stock, assuming all stock is
owned by such United States shareholders, would be only $10,000,
the net rental income. Also, in the case of a manufacturing operation
which is classified as a foreign personal holding company, any dividend
which is paid will be, deemed to be partly paid out of passive and partly
paid out of manufacturing income. That results from the fact that
under the formula of Bill Section 7(b), dividends paid are deducted
from net income before the resulting net figure is multiplied by the
percentage of passive income. The result of this method of computa-
tion is that if any dividend is paid it does not reduce foreign personal
holding company income dollar for dollar. Consequently, such a
corporation may practically be faced with two alternatives, either to
take down no dividend or to take down the entire income of the
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company, manufacturing and passive alike. This differs from a for-
eign controlled corporation, where pursuant to Section 956 any divi-
dend is first considered to be made out of income previously taxed under
Section 951. This difference in the case of the foreign personal hold-
ing company seems irrational.

BILL SECTION 13
Controlled Foreign Corporations.

Taxation of Subpart F Income
(Section 951 (a) (1) (A))

Section 951 (a) (1). It is not clear whether the amount includible in
gross income of a United States corporate shareholder under this
section is treated as a dividend for personal holding company purposes.

Section 951(a) (2.). This section provides in general that the
"pro rata share" in the case of any United States person is the amount
which would have been distributed with respect to the stock which such
person owns which bears the same ratio to its Subpart F income for
the taxable year as the part of such year during which the corporation
is a controlled foreign corporation bears to the entire year, reduced
by the amount of any distribution received by any other United States
person during such year as a dividend with respect to such stock.
The meaning of "pro rata share" in this provision is not clear.
If, for example, an affected United States person owned only preferred
stock, would the imputed Subpart F income be limited to his preferred
dividend? Similarly, what is the effect if the United States person
owns a class of common which is not entitled to full dividends, or on
which dividends have been waived?

Section 961 (a) (.) (B). This provision reduces the income taxable
to a United States person owning particular shares of stock of a con-
trolled foreign corporation ofily by dividends paid to another United
States person in respect of such shares. It is questionable why distri-
butions during the year to persons who are not United States persons
should be disregarded for purposes of this clause. Also, it would seem
appropriate to exclude any earnings and profits of the year taxed as
ordinary iin/me under section 1248(b) (Bill Section 16).

3176



REVENUE ACT OF 1062

Section 952(a) (1(C). This section, unlike Section 552(a)(2) of
the Code which provides for the determination on any day during the
taxable year, does not indicate whether the test of this section is to be
applied as of any day during the year, on the last day of the taxable
year, or at some other time. This section should specifically provide that
net foreign base company income is Subpart F income only during the
period in which 5 or fewer United States persons have the requisite stock
ownership. This probhmn could be alleviated by a more equitable pro-
vision consistent with Section 552 of the Code by providing that a
controlled foreign corporation is one in which more than 50% of the
voting power is held by 5 or fewer United States persons.

Section 952(a) (8). In designing the controlled foreign corporation
provisions of the Bill, the choice was made to rely on the concept of
earnings and profits rather than taxable income. Each posed many of
the same problems, but several serious problems would have been
eliminated by using the concept of taxable income. For example, in
providing that Subpart F income shall not exceed the earnings and
profits, rather than taxable income, of the controlled corporation for the
year, this section does not take account of net operating loss carry-for-
wards or carry-backs since in computing earnings and profits a net
operating loss deduction would not be allowed. The section does not
indicate whether earnings and profits for the year are to be reduced by
distributions during the year. In computing Subpart F income sepa-
rately for each controlled foreign corporation, a United States stock-
holder owning two or more foreign corporations is not permitted to
offset the losses of one such corporation against the income of another.

Section 962(o). This section includes in Subpart F income from
United States patents, copyrights and exclusive formulas and processes
including income derived from licensing of such property and also
income deemed to arise from the use by the controlled corporation of
such property in its own business. This section seems unnecessary. In
many instances, patents and other intangible property have been trans-
ferred to operating companies in Section 351 transactions with respect
to which the Secretary has ruled that the transfer was not in pur-
suantce of a plan having as one of its principal purposes the avoidance
of Federal income taxes. In other situations, where there has been a
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sale or taxable transfer to the controlled foreign corporation, a tax
will have been paid by the United States corporation in respect of any
gain realized. In situations where a related United States person con-
tinues to own the patent, copyright, fotiula or process, Section 482
may be used to allocate income properly between the United States
corporation and the foreign corporation.

Section 952(o)'(1) (A) and (B). These provisions because of their
harsh effect would seem to encourage the conduct of research and de-
velopment outside the United States so that any patents, formulas, etc.,
would not be considered as United States developments. Since con-
trolled foreign corporations will not be able for practical reasons to
acquire patents, copyrights, etc., from unrelated persons if substan-
tially developed, created or produced in the United States, the result
will be that many United States companies will have no choice but to
sell United States developments to foreigners. There is no policy
reason why this section should liave any application to United States
created Inventions which are sold to unrelated persons, or if sold to
related persons for a fair price and the gain taxed.

Section 952(o) (2). It is not clear whether a controlled foreign
corporation will be entitled to a deduction with respect to the basis In a
patent which is contributed to it by its parent corporation which de-
veloped the patent.

Section 952(o) (4). Under this provision, United States persons
are taxed on income from the "use" or "exploitation" of United
States inventions by the controlled foreign corporation in its own
business operations, even where the property interest in the patent or
process has been transferred by the United States person in a transac-
tion resulting in tax on the full value of the property. The imposition
of further taxes on such person under Subpart F with respect to the
same property values seems indefensible. This provision requires a
revaluation of "use" each year. Whilemany of the valuation problems
currently exist in this area under Section 482, the extension of these
problems to additional situations adds unwarranted complexities.

geotion 952(e)(1). Under this provision "foreign base company
income" is defined as foreign personal holding company income, mod.
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ified and adjusted as provided in this section. This provision raises
the problem of a substantial overlapping application between the foreign
personal holding company provisions of Bill Sections 7 and 13. In view
of the inclusion in Subpart F income of foreign personal holding com-
pany income, there is little reason for the amendments proposed by
Section 7 in the definition of a foreign personal holding company. In
fact, as indicated above in the comments with respect to Bill Section 7,
it might appear appropriate if Section 13 of the Bill is enacted that the
foreign personal holding company provision be deleted and handled
entirely through Section 13 of the Bill.

Section 952(e)(2). This section taxes as foreign base company
income certain types of sales income involving related persons. Where
there has been an avoidance of United State tax in transactions between
a United States parent and a foreign company, Section 482 should be
employed to allocate such sales income properly. The requirement of
incorporation of a trading business in each territory of business opera-
tions apparently is intended to penalize the maintenance of a trading
operation (other than by the manufacturing company) in areas out-
side of the place of incorporation, presumably to prevent avoidance
of foreign tax. Where the use of a foreign sales company results in the
diversion of income from a foreign manufacturing company to the sales
company, if there is any tax avoidance it is avoidance of foreign taxes
(as in a Swiss sales company handling sales of a German manufacturing
company), with respect to which the United States obtains advantages
in the form of larger net earnings available to United States stock-
holders and lower foreign tax credits to offset United States tax liabili-
ties.

Section 952(e)(9). For the purpose of computing foreign base
company income, rents are included without regard to the 50% limita-
tion contained in Section 553 of the Code with respect to the inclusion
of rental income in foreign personal holding company income. The
removal of this 50% limitation seems unjustified. The purpose of the
removal appears to be to prevent rental income from sheltering other
foreign base company income. If this is the purpose of the limitation,
the exclusion of rent from the computation of "Igross income" under
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Section 952(e) (6) would be a means of preventing rental income from
sheltering from tax other foreign base company income. It is ques-
tionable whether the category of foreign base company income should
include the income derived from active management of an apartment
house or office building, especially where it is owned by a corporation
incorporated under the laws of the country where the apartment house
or office building is located, or income received from a charter of a
ship, especially where such rent may be committed to the long-term
financing of the purchase price of a ship. Consideration must be given
to alleviating the impact of this provision on existing financing.

Section 952(e)(7). This provision, allowing deductions properly
attributable to foreign base company income a6 deductions therefrom,
raises serious questions with respect to expenses which cannot be
directly attributed to a particular source of income such as general over-
head expenses, finance expenses, and factory burden. Also, it is not
clear what deductions may be taken into account or whether a net
operating loss deduction will be allowed.

Section 952(f). This provision covers the reduction in net foreign
base company income by investments in qualified property in less devel-
oped countries. The exclusion from foreign base company income with
respect to investments in less developed countries is apparently intended
to spur United States investments in less developed countries. It seems
clear that it will not accomplish this purpose since the only effect of the
Bill is to allow a temporary deferral of tax in respect of such invest-
ments. If a loss results from such investments, it will be a capital loss in
the usual case; on the other hand, if a gain results, it will be taxable as
ordinary income upon liquidation or sale of the investment under Bill
Section 16. Furthermore, this section does not give a controlled foreign
corporation any carryover for investment in less developed countries.
If in one year the investment in such countries exceeds Subpart F in-
come, that excess investment does not offset Subpart F income in later
years. It may be desirable that the amount of investment in qualified
property in less developed countries be computed on a cumulative basis.
The practical result of this section is not to encourage investments in
less developed countries, but to limit such investments to the amount of
Subpart F income.
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Section 952(f) does not deal with the problem of what happens
when there is a change in classification of a country as a "less developed
country" from year to year. This section should specifically state that
once an investment is made in a less developed country, that investment
will always be considered an investment in a less developed country.
Otherwise, a change in classification of countries could cause all earn-
ings invested in a less developed country to be taxed in the year of
change. However, the foregoing change would still not alleviate the
problem where commitments are made for a period of several years and
the status of a country changes before the commitments are fulfilled,

Section 952(1) (1) (A). A reference should be made to the property
located in the United States which is specified in Section 953(b) (2) (B).
Such property, if ordinary and necessary for the active conduct of a
trade or business carried on in a less developed country, should be taken
into account in arriving at net foreign base company income.

Section 959(f) (8). The reduction of the increase in an investment
in a less developed country by any liability to which the property is
subject gives too much weight to a particular method of financing. For
example, if during a taxable year, the method of financing is shifted from
mortgage financing to debenture financing (i.e., from specific liens to the
general credit of the corporation), is there an increase in investment in
qualified property as a result of that shift?

Taxation of Incerease in Earnings
Invested in Nonqualified Property

(Section 961(a)'(1) (B))

Section 958(a) (1). The overall structure of Section 13 of the Bill
is to tax to a United States person owning 10% or more of the stock of
the controlled foreign corporation certain "tainted" income of the con-
trolled foreign corporation, as set forth above, and other income which.
has been earned by the controlled foreign corporation and invested in
non-qualified property. The intention of taxing this latter type of
income is to prevent deferment of the United States tax thereon.
In making the determination of earnings invested in non-qualified prop-
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erty there is the problem, as there is in respect of other provisions
of Section 13, of computing earnings and profits. Section 953(a) (1)
should make it clear whether the amount of earnings is to be deter-
mined by applying United States tax and accounting concepts. As
indicated above, rules should be established for the exercise of certain
rights of election relating to items such as depreciation, depletion,
deduction of intangible drilling expenses, deduction of organization
expenses, amortization of research expenses and general accounting
methods (including determination of fiscal periods).

Section 963(a) (2). It is assumed that by virtue of Section
956(a) (2) Subpart F earnings, if invested in noiqualified property,
will not again become taxable under Section 951 (a) (1) (B); however,
since there is no cross reference in Sectionis 953(a) (1) and (2) to
Section 956(a), it is uncertain how investments of Subpart F income
are to be traced to nonqualified property.

Section 963(a) (3): Under this section, the amount taken into
account in determining the investment in non.qualified property is its
adjusted basis, reduced by any liability to which the property is subject.
Thus, this provision penalizes the repayment of secured debt even if
made out of funds derived from equity financing or from borrowing on
the basis of unsecured indebtedness by considering it an investment in
non-qualified property. This section also penalizes a purchaser for not
securing the ptirchase price by lien on the purdhasea property. (Of.
Section 952(f) (3)).

Section 953(b) (2) (A). Under this section, the term "qualified prop..
erty" includes "property" which is "ordinary and necessary for the
active conduct of a qualified trade or business." The test of "ordinary
and necessary for the active conduct of a qualified trade or business "is
new and substantially different from the test of "reasonable needs of the
business" contained in Sections 532 and 537 of the Code, and as such
will inevitably lead to a flood of litigation.

Section 953(b) (2)'(B) (iii). What is the meaiig of the term
"unrelated persons" as used in this section?
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Section 958(b)(,)(C)(i) and (ii). Qualified property includes
certain investments in businesses, or corporations, engaged "almost
wholly" within less developed countries. Terminology in these provi-
sions like "almost wholly within" and "substantially all "is bound to
lead to controversy and extensive litigation. As pointed out in Part I,
the requirement that business be conducted almost wholly within the
less developed country in effect might prohibit purchasing activities and
selling activities outside the less developed country. The test in clause
(ii) that a foreign corporation must be organized under the laws of
the less developed country in whieh it is engaged in business is illogical
and will often be impractical. It is not repeated in Section
953(b) (3) (A) (ii).

Section 958(b) (2) (D). This section provides in general that an
investment will qualify if required because of restrictions imposed by a
less developed country, and. ' any investment which, when made [in a
less developed country], was so required and which would result in
substantial losses if withdrawn". This provision has a highly limited
application since 'it would not apply, for example, to a requirement of
a country which is not less developed that earnings be invested in
government bonds of such country. It would seem more equitable
if the provision were to apply to any investment required by
foreign law. It is not clear whether this provision is intended
to impose income taxes in the United States if a foreign con-
trolled corporation fails to sell certain properties unless it could do so
only at a substantial loss. What does the term "substantial losses"
mean in this context? The provision does not deal with -the problems
of a foreign corporation (whether or not in business in a less developed
country), which cannot distribute its earnings because of foreign ex-
change controls.

Section 953(b) (3) (A). This provision defines the trade or busi-
nesses in which earnings, if ordinary and necessary thereto, may be re-
tained without the income therefrom becoming "tainted". It raises
numerous questions such as (a) whether controlled foreign corpora-
tions which are currently building plants but have not commenced
manufacturing and selling prior to December 31, 1962, are engaged

3183



REVENUE ACT OF 1962

in business, (b) whether both manufacturing and'selling must com-
mence prior to that date, and (o) what will be considered to be, the
"same"I trade or business or "substantially" the same trade or budi.
ness. The result of this section; will be to limit the qualified trade or
business in which property may be invested to become "qualified prop-
erty" in a manner so that (a) foreign corporations existing on
December 31, 1962, will be, entrenched. in the business pattern then pre-
vailing, and (b) a new foreign corporation formed after such date may
not for five years use ilts earnings for working capital, payment of debt,
reasonable reserves, etc. Restriction (b) will apply to subsidiaries of
existing corporations which are formed after December 31, 1962. Fur-
thermore, since the business must be carried on by the foreign corpora-
tion while controlled by substantially the same United States persons,
if there is a partial change in the ownership of an uiidefined amount
the busiftess will be treated as a "new business", and earnings pre-
viously accumulated after December 31, 1962 would be c6nsidered
nonqualifled property. Iii the case of the individual owning 10% of
the stock, this will result in pyramiding these earnings into one tax
year. While, as indicated above, the meaning of "controlled by sub-
stantially the same person" is not precisely defined as in Section
382(a) of the Code there seems to be no reason why the nature of the in-
vestment as a qualifiedd investment" should be affected by any change
in control, including a total change in control, since Section 16 of the
Bill taxes any gain upbn sale as ordifary income to the extent of earn-
ings accumulated while the stock is owned by the shareholder sellihg.

Section 958(b)'(3) (A) (ii). This section covers qualified invest-
ments iit less developed countries. The provision requires that the in-
vestment be in a business carried on "almost wholly within" the less
developed country. The meaning of the wotds "almost wholly within"
is not clear.

Section 958(6)(6). This section defines couttrieswhih cannot be
"less developed". It should be noted that if any less developed
country should f'1l under Soviet'or Sinodobiination, the United States
taxpayer will be subject to Unitdd States incote' tax by losing credits
with respect to investments theretofore made and qualified in. such
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countries. 'It should also, be noted' that the present list, substantally.
differs& from the list which was given in. the Treasury Explanations
of the President's Tax Message dated' May S, :19611 What Ohanges,
for example,i must occur in the, political' -philosophy of Yugoslavia to
exempt it again from the list of less developed countries ori.o-.Make,
it-a country within the S' and how may, American busi-
nessmen reasonable icipate such ;evelo nts Ilow is the effoot
of pyramiding i rates to beavoded if the co r's status changes
and an indi al stockholder i olvedt

Deflnit f ntrol dn C oratio#,

action 964(q). Un a on, 'ontro ed forei corpora-
tion' is any f coi a wi ore than 50 reent of
the tal com 'ned - classe of stock e tied' to
vote s owned,, ' inAir iinrthe meaning f section
955(b ),bjfli d8t s erso n day g thet able ' year
of suc f oreign or ration .di ted above, it wi be impos-
sible in any cases for Uni tes stckhol s ever be certain
that a fo ign corporat* is not a\" c o foreign corporation.
How is ow rship tb mine where oreign co orations have
issued bearerS, ares, where shares are held by nom ees, where shares
are in street n s or in numbered accounts 6w effectively will
United States Stoc rs be able to d We the stock-
holders of other foreign corp 1, especially whe ensive atri-'
bution rules must be applied to ascertain ownership?. Finally, how
effectively can the foregoing determination be made with respect to
every day of the taxable year of a foreign Orporation as required by
this section'

_Rtes for Determining Stock Ownerehip
(Section, 955)

A'edcion 955(). This seot sets forth, te roles fbr determining
the amount dof st6k "a tifted 8ttes 'orson is'to be charged With hi
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computing his pro rata share of tainted income under Section 951(a).
Under this section a United States person is taxed not only with
respect to stock he actually owns, but with respect to stock he indirectly
owns through a foreign corporation, foreign partnership, foreign trust
or foreign estate. In the case of foreign trusts and estates, a United
States person who is a beneficiary may be taxed with respect to income
which he may never receive, since under the terms of the controlling will
or indenture, the income may be distributable to a life beneficiary.

This section does not indicate that the same stock ownership
may not be utilized twice for purposes of determining stock owner-
ship. Presumably such a result would be barred in the manner that
the regulations presently bar double counting under Section 318,
but the provision is not clear because of the use of language refer-
ring to stock owned "indirectly" by a foreign corporation. The mean-
ing of the word "indirectly" should be clarified. Although the House
Committee Report indicates that attribution stops at the first United
States person in a chain of ownership, such persons may be at different
levels in the chain. For example, assume that a United States corpora-
tion owns stock in a foreign corporation which in turn owns stock in a
second United States corporation. If the second United States corpora-
tion owns all the stock of a controlled foreign corporation which has
Subpart F income, is the controlled foreign corporation's Subpart F
income also to be incl ded in the gross income of the first United States
corporation? Is it tj'be allocated between the two United States cor-
porations? Is its in lusi~h to be limited to the second United States
corporation?

Section 955(b). This section sets forth the rules for determining
stock ownership for, the purposes of determining whether a foreign
Occrporatlon is a conti'olled foreign corporation, who is a 10% owner,
and for the separate control test with respect to net foreign base
company income. Even though this section states thht Section
318(a) is to apply "to the extejft that the effect" is to gi~e rise to
control in certain situations, Secti~ft 318(a) is always to be applied with
certain modificatiolis. Among those modifications is a new rule con-
taited in Section 955(b)'(2) thit in certain situations ownership by
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an entity of more than 50% of a corporation's stock shall be considered
100% ownership. The result in many cases may be to consider as a
controlled foreign corporation one that is clearly not controlled by
United States interests but is controlled by foreign interests. For
example, assume that D, a United States corporation, owns 30% of FX,
a foreign corporation, and 25% of FY, a foreign corporation. Aesume
that FY in turn owns 70% of the stock of FX. If the rules of Section
318 are applied without the 100% (total ownership) rule contained in
Section 953(b) (2), D would he considered as owning 17.5% of FX
through its stock ownership of FY, in addition to the 30% of FX
owned directly. FX would not be considered a controlled foreign
corporation, since D, the only United States person involved, owns
only 47.5% thereof. Literally, however, Section 953(b)(2) states that
FY owns 100% 'of FX. On that theory, D would be treated as owning,
for the purposes of computing control, 55% of FX, 30% directly and
25% through FY, and FX would be treated as a controlled -foreign
corporation.

Under Section 955(b) (2); if a foreign corporation is owned equally
by a domestic eorpbrAtion and a publicly held, foreign corporation, the
fifty-fifty foreign corporation will be treated as United States con-
trolled, if the publicly held foreign corporation has one United States
shareholder. ]t is difficult to understand the rationale of this result.
On the other hand, the foreign subsidiaries of a domestic corporation
are treated as United States controlled even though the entire stock
of such domestic corporation is held by non-resident aliens. This result
will cause non-resident aliens owning controlling stock interests in
United States corporations with foreign corporate subsidiaries to liqui-
date such United States corporations (which generally can be done
without tax to the nontresidont aliens); any such consequence hardly
seems to be in the best interests of the United States.

Exclusion From Gross Income of
Previously Taxed Earnings and Proflts

(Seotion 956)

Section 956. This section is designed to prevent earnings and
profits which have been taxed once to a United States person, under
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Section 13 of the Bill, from being taxed again. The provisions
offer no guidance as to whether the "earnings and profits" of a con-
trolled foreign corporation are to be determined under United States
tax and accounting principles or under the tax and accounting prin-
ciples of the corporation's domicile.

The application of this section, which permits an exclusion from
taxation with respect to distributions of previously taxed earnings
and profits, will lead to intricate problems of identification of shares
of stock which are entitled to different exclusions.

Section 956(b). In order that earnings and profits of a controlled
foreign corporation, taxed to a United States person, will not when dis-
tributed to another foreign corporation be foreign personal holding
company income, Section 956(b) should specifically provide that such
distributions are not gross income for purposes of Section 551 as well
as for 951 purposes.

Special Rules for Foreign Tax Credit

(Section 9579)

Section 957. This section sets forth the rules for integrating the
complex foreign tax credit problems arising as a result of taxing foreign
income to United States persons when such income is not distributed
with the already complex problems of foreign tax credits. It is recog-
nized that these problems are of unusual difficulty and the comments
here are far from exhaustive. " I

Section 957(a). The "deemed payment" rules of Section 957
with respect to foreign income taxes applicable to amounts included
in the gross income of a domestic corporation under Section 951(a)
are, as are those of Section 902, not available toifidividual United States
stockholders in controlled foreign corporations. In the case of Sec-
tion 957, however, this may lead to particularly harsh results. For
example, assume that A, a United States individual who is in the
75% income tax bracket, owns all the stock of a United States cor-
poration. The Ufnited States corporation in turn holds rental real
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estate and pays a corporate tax. If A some day liquidates the
United States corporation, his total effective tax burden will then be
approximately 64% (52% of the United States corporation's total
earnings plus 25% of its earnings after the 52% tax). If A continues
the United States corporation in existence, the effective additional 12%
tax may be postponed indefinitely so long as the corporate earnings are
reinvested for the reasonable needs of the business. However, compare
A's situation with that of B, who is a United States individual in the
75% income tax bracket and who owns all the stock of a controlled
foreign corporation. Assume that the foreign corporation derives its
income from rental real estate in a foreign country where it pays a 40%
corporate tax. Under Section 951(a) (1) (A) the remaining 60% of the
foreign corporation's income will be taxed directly to B unless he
chooses to have the foreign corporation risk its earnings by investing
in less developed countries in which case there will merely be a deferral
in the United States tax on those earnings. The result will be, in the
absence of such an investment in a less developed country, that B will
effectively bear a total and current tax of 85% (40% corporate tax
plus 75% of 60%). B will, of course, pay no tax upon the sale or liquida-
tion of the foreign corporation on earnings already taxed under Sec-
tion 951 (a) and his stock basis will have been increased'under Section
958(a).

Section 957(a) (1). The rules contained in this section for deter-
mining a taxable corporate stockholder's eligibility to credit taxes paid
by a controlled foreign corporation are, generally, those incorporated
in present Section 902. Thus, the United States corporation must own
directly at least 10% of the first tier foreign subsidiary and, if the
taxes of a second tier foreign subsidiary are to be credited by a United
States corporation, the first tier subsidiary must own at least 50% of
the second tier foreign subsidiary. Since attribution rules are used to
impute income under Section 951, but are not used to determine eligibil-
ity for the foreign tax credit, inequities are certain to result. For ex-
ample, assume that a United States corporationts a 90% partner in a
French partnership that owns 100% of the stock of aFrench corpora-
tion. 90% of the Section 951(a) income of the French corporation will
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be taxed to the United States corporation, but none of the French cor-
porate taxes will be creditable by the United States corporation. Simi-
larly, no foreign tax credit is given with respect to third or fourth tier
subsidiaries, even though they may be foreign controlled corporations
and their income taxed directly to a United States person. The
attribution provisions of Section 955 should be made applicable to this
section to correct this situation.

Section 957 (a) (3). This section should be correlated with Section
11 of the Bill adding Section 78 to the Code covering gross-up of foreign
dividends paid for tax credit purposes, for otherwise a domestic parent
may be required to include income of a foreign controlled corporation in
its gross income twice in order to obtain a foreign tax credit. Assume,
for example, that in 1965 a second tier foreign subsidiary of a United
States corporation has gross Subpart F income of $120 and pays a
foreign tax on that income of $20, leaving net Subpart F income of
$100. The United States corporation will be required to include in
gross income $120 ($100 pursuant to Section 951(a) (1) (A) and $20
pursuant to the gross-up provisions of Section 78) and, for purposes
of the foreign tax credit, will be deemed by reason of Section 957(a) (1)
to have paid $20 in foreign taxes. If, in 1966, the second tier foreign
subsidiary pays the $100 to the first tier foreign subsidiary, which pays
an additional tax of $15 and passes on the remaining $85 to the United
States parent, the tax results will'be as follows: (a) the United States
parent will not be taxed on the $85 by reason of Section 956(a); (b)
the United States parent will be deemed to have paid, by reason of
Section 957(a)(3) the $15 tax actually paid by the first tier foreign
subsidiary and may credit such tax under Section 902(a); (c) however,
due to the lack of correlation with Section 78, the United States corpora-
tion will be required to include the $15 in gross income in order to use
it as a tax credit. The reason for the foregoing is that Section 78
provides that if the domestic parent claims a credit for the $15 tax,
an amount equal to such tax shall be treated as a dividend, and that
is true even though the $15 has already found its way into the gross
income of the United States parent in 1965 as part of the $100 included
pursuant to Section 951(a) (1) (A). If $15 is included in 1965 pursuant
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to Section 78, the domestic parent will have included in gross income
$135 with respect to pre-tax foreign earnings of $120. This is most
inequitable.

Section 957(a) (4). This section provides that for the purposes of
Section 902(b) of the Code covering foreign tax credits, amounts in.
eluded in income of a United States person Shal be considered as
dividends. It is not clear whether this section means that inclusions
in gross income are not ordinarily to be considered as dividends. It
is essential that this point be clarified, for nowhere in Section 13 is
there any definitive indication whether inclusions in gross income are
to be considered as dividends. iCf. Section 951(a)(1).)

A conforming amendment should be added to Section 901(a) to
specify that the foreign tax credit includes taxes deemed to have been
paid under Section 957(a).

Section 957(b). In prescribing increases in the Section 904 limita-
tion with respect to taxes paid or deemed paid in the year tax-free
distributions are made pursuant to Section 956, this provision should
be extended to apply to successors in interest. Such an approach would
be consistent with the policy expressed in Sections 951 and 956.

Section 957(b) (9) (A). This section should be clarified so as to
include appropriate amounts grossed-up under Section 78 in determin-
ing the amount of increase in the Section 904 limitation. Otherwise
this section may be interpreted as including only amounts included in
income by virtue of Section 951(a).

Technical and Clerical Ame#dme#ts
(Bill Section 18(b))

Bill Section 18(b). This section, by amending Section 551 (b), is
intended to relieve the stockholders of foreign personal holding com-
patics from imposition of a second tax under Section 551 with respect
to any Subpart F income on which they will be taxed under Section 951.
However, this section fails to accomplish the foregoing purpose, as

3191



REVENUE AOT OF 1962

illustrated below (which is particularly troublesome because the scope
of the foreign personal holding company provisions has been broadened
by Bill Section 7).

Bill Section 13(b) grants a deduction only for income taxable to
shareholders under Section 951(a) (1) (A) and not under Section 951(a)
(1) (B). This may produce anomalous results. For example, assume
that X owns all of the stock of A, a foreign controlled corporation that
is also a foreign personal holding company. A receives $500 foreign
personal holding company income and $500 operating income. It
invests $500 of its income in investments which qualify as a deduction
in arriving at "net foreign base company income" under Section 952(d)
and $500 In nonqualifled property. There will be taxed to X the entire
$1,000 of A's income, $500 under Section 551, which no investments
will reduce, and $500 tnder Section 951(a) (1) (B), even though under
either Section 551 or Section 951 alone the maximum amount taxed
would be $500. If such a result was intended, it is difficult to see how
it may be justified. If there had been no deductible investments
under Section 952(d), $500 would have been taxed under Section
951(a) (1)-(A), and there would have been no tax imposed under Sec-
tion 551.

Bill Section 13(b) only grants a deduction in an amount equal to
the Subpart F income taxed to the stockholder in the year in question.
This apparently might result in the taxation of the same income twice.
For example, assume that X owns all the stock of A, a foreign controlled
corporation that is also a foreign personal holding company. A owns
all the stock of B, a corporation which receives $50,000 Subpart F
income (but is not a foreign personal holding company) in 1963 and
another $50;000 in 1964, and pays a single dividend of $100,000 in 1964.
X would have to inclUde in his income $50,000"In 1963 under Subpart F,
$50i000 in 1964 under Subpart F, and the dividend of $100,000 would
be includable in 1964 under Section 551 except as reduced by a deduc-
tion for the $50,000 of Subpart F income for the 1964 taxable year.
Moreover, even that $50,000 deduction may be questionabletinder the
literal terms of the statute since the deduction granted by Section
551(b) is only for "subpart P income of the company" and technically
the foreign personal holding coktipany A had no such income. The
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Subpart F income was that of B. Presumably such double taxation was
intended to be avoided under the exclusions of Section 956. However,
the exclusion from gross income for all income tax purposes under
Section 956(a) would not apply since United States person X receives
no distribution, directly or indirectly. Section 956(b), which provides
for exclusions from income of foreign subsidiaries, applies only for the
purposes of Section 951(a). Since Section 956 does not preclude the
$100,000 dividend from being foreign personal holding company in-
come, that dividend would be taxable under Section 551 except to the
extent that $50,000 thereof represented Subpart F income of B for the
taxable year, as noted above.

Even though the result described in the foregoing paragraph might
be avoided by having the foreign personal holding company make an
actual distribution of $100,000 in 1964 to the United States stock-
holder X, which under Section 956(a) would not be subject to tax and
would result in a dividends paid deduction under Sesition 556, there
is no valid purpose in forcing a distribution simply to ameliorate a
double tax based on a lack of correlation between Section 551 and
Subpart F.

Bill Section 13(b) grants an exclusion from income only to the
particular stockholder who is credited with the Section 951 income.
Generally, the stockholder credited With the Subpart F income' will
also be the one credited with the foreign personal holding company
income. However, if a corporation which is both a foreign personal
hblding company and a controlled foreign corporation ceases to be
the latter but not the former during the course of the taxable year,
and a- stockholder dies between the date of such change and the end
of the year, such stockholder would be subject to tax on his share of
the Subpart F income while his estate apparently would be subject to
tax oin Its share of the foreign personal holding company income with-
out any Section 551(b) exclusion. Here again the problem might be
avoided if a distribttiot were made within the year, since the exclusion
under Section 956(a) applies to subsequentowners of the same stock.

Bill Section 19(b) provides a reduction from the amoutit bthbrwise
includable in gross income under Section 551 for that portion of the
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income included as Subpart F income under Section 951(a) (1) (A)
which is "undistributed personal holding company income" (presum-
ably meaning "undistributed foreign personal holding company in-
come"). The fact that the amounts included in income under Sec-
tions 551 and 951 respectively are determined in entirely different ways
and may be only remotely related to each other is disregarded, although
these differences may be important in correlating the provisions. For
example,: (a) the amount included under Section 551 is a proportionate
part of undistributed foreign personal holding company income, which
is based on taxable income as adjusted, while the amount included under
Section 951 is Subpart F income, which includes additional types of
gross income and has special provisions for deduction of expenses
attributable thereto; (b) the amount included under Section 551 is
reduced by the'dividends paid deduction but this is not true with respect
to the amounts included under Section 951; (c) there is excluded from
Subpart F income but not from amounts included under Section 551
certain income from sources within the United States; (d) rental
income is included in Subpart F income in all events but will appear
in the numerator in the computation of the amount taxable under
Section 551 only if less than 50% of gross income; and (e) Subpart F
income may be reduced by investments in less developed countries but
no such adjustment is made under Section 551. Some method should
be provided for the allocation of the respective types of income and
expenses and deductions in order to determine what part of the Sub-
part F income is undistributed foreign personal holding company
income for purposes of Section 551.

Additional Technical Amendments. Section 367, which requires
advance Treasury rulings inorder for certain nonrecognition provisions
of the Code to apply with respect to foreign corporations, should be
amended so that It applies only with respect to a foreign corporation
that has United States shareholders, and not to the reorganization or
liquidation, for example, of a subsidiary of a foreign corporation. The
foreign corporation 's earnings and pirofits taxable under the Bill ought
not tobe increased by a failure to apply such nonrecogoition provisions.
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BILL SECTION 16

Gain from Certain Sales or Exchanges of Stock in
Certain Foreign Corporations

Section 1248. This section provides that gain on the liquidation
of a controlled foreign corporation or sale of its stock that is realized
by a stockholder who owns (or has owned within a 5-year period)
10% or more of the voting stock will be treated as ordinary income
rather than capital gain to the extent of an allocable part of the earn-
ings and profits. The present form of the Bill would take into account
for this purpose all earnings and profits accumulated since 1913. In
his statement before the Senate Finance Committee, Secretary Dillon
suggested that this section might be modified to apply only to earnings
and profits accumulated hereafter. Such change is clearly required to
avoid a serious retroactive effect. Even with such amendment, the
ordinary income tax impact upon termination of a foreign investment
will in many cases tend to discourage the repatriation of capital, and
this problem would be substantially more serious if the application of
the section is not limited to subsequent earnings and profits.

Section 1248 taxes gain upon liquidation or sale as ordinary income
without regard to whether the accumulation of earnings has been for
reasonable business purposes and without altering the rule that any
loss resulting would be a capital loss. Consideration should be given
to limiting the application of such inconsistent principles to tax avoid-
ance contexts.

Section 1248(a). This section, which provides ordinary income
treatment for gains on stock redemptions and liquidatioms, should apply
only to earnings and poflts accumtIlhted during the period that the
stock was held by the particular stockholder. Prior earnings may
already have been taxed to a prior stockholder ulder Section 124 (b)
upon his sale of stock.

Section 1.48(b). This section taxes gain on a sale of stock as
ordinary income *ith6ut allOwailce for foreign tax credits that would
have been available if the earfiifgs had been distributed eurr htly ' or
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that would have been available to a corporate shareholder if the gain
were on a liquidation taxable under Section 1248(a). Although the
problem is complicated, some provision should be made for reducing
the tax impact by foreign tax credits.

Section 1248(b) fails to make clear whether the determination of
the "proportionate share of the earnings and profits" accumulated
during the period the stock was held by the stockholder shall be made
on a pro rata basis for the period or on an unworkable theory of com-
puting day-to-day earnings.

Section 1248(b) also fails to provide methods for making elections
under the Code (e.g., with respect to items such as depreciation, organi-
zation expenses) for purposes of determining the "earnings and
profits" of a foreign corporation that is not itself a United States tax-
payer. The computation of earnings and profits under the laws of
foreign countries (if made thereunder) will often differ radically from
United States concepts.

Section 1248(b) should be amended to prevent taxation of the same
earnings and profits to two United States persons as a result of the
application of both Section 1248 and Section 951 where stock has been
sold by one United States person to another prior to the end of the
taxable year.

Section 1248()(1)-(B). This section should be limited so that the
ordinary income treatment of Section 1248 will apply oftly if the status
of a "controlled foreign corporation" existed during that period when
the United States person in question owned the stock of such corpora-
tion (including constructive ownership). 'Also, the section should be
clarified to assure thhit it applies only if the corporation is a "lcon-
trolled foreign corporation" after December 31, 1962.

Section 1248(6c)(b). This section should be limited so that the
ordinary income treatment will apply only if the requisite 10% own-
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ership existed during the period that the corporation was a "controlled
foreign corporation" rather than at any time within 5 years.

Section 1248(o) (4). The purpose served by exclusion from ordi-
nary income tax treatment of gains on redemptions of stock to pay
death taxes would apply equally to gains on sales of stock to pay death
taxes. Unless this exclusion is so extended, a minority stockholder's
estate will be greatly prejudiced in trying to raise cash for death taxes,
as compared with a controlling stockholder's estate which can use its
control to cause a redemptbn.

Section 1248(o). Consideration should be given to limiting the
effective rate of tax payable by an individual on gains under Section
1248 to a rate which comports with the rate paid upon gains realized
by individual stockholders in a domestic corporation with foreign in-
vestments. Such a rate would be at a maximum of 64% (the domestic
corporate tax rate of 52%, computed without regard to credit for
foreign taxes paid, plus an additional effective rate of 12% determined
by multiplying the remaining 48% of after tax earnings by the capital
gains tax of 25%), or, more properly, a rate lower than 64% which
would reflect the foreign tax credit available to a domestic corporation
with respect to its foreign investments. Also, consideration should
be given to providing relief to individuals from the bunching of income
in a single year.

Section 1248(d). The purpose and effect of this section is unclear.
If it is intended only to create a presumption that the amount of
gain recognized by the taxpayer is not in excess of accumulated earn-
ings and pr6flits, the provision is Unnecessary in view of the presump-
tion that applies to all determinations of such nature made by the Com-
missioner. If, however, the provision is intended to require presenta-
tion of extraordinary and convincing evidence by the taxpayer, it is
highly objectionable. The section would set forth an evidentiary test
that cannot practicably be met in many meritorious cases, and there-
fore to a substantial extent the provision would make meaningless
the other provisions of the section that are intended to measure taxes
by earnings and profits.
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BILL SECTION 20

Information with respect to Certain Foreign Entities.

Section 6038(d). This section provides that for purposes of
determining ownership of stock the rules prescribed by Section 318(a)
shall apply. Section 6038(d) should be amended to state that clause (i)
of Section 318(a) (2) (0), which treats a United States subsidiary cor-
poration which is 50% or more owned by its parent corporation as own-
ing the stock owned directly or indirectly by its parent, shall not be
applied for purposes of determining ownership of stock. Unless the
foregoing change is made, a United States corporation which, for ex-
ample, is 100% owned by a foreign corporation will be required to file
information returns with respect to all foreign subsidiaries in which the
parent corporation has a 50% direct or indirect interest or else lose 10%
of its foreign tax credit. This section, unless amended, will impose
upon many corporations the requirement of filing numerous informa-
tion returns containing information with respect to the business,
accumulated profits, assets, liabilities, capital, stock and transactions
of corporations which it, as a subsidiary corporation of a common
parent, does not control and which information it will be generally
impossible to obtain. The result will be arbitrarily to deprive many
United States corporations which are subsidiaries of foreign corpora-
tions of 10% of their foreign tax credit and possibly to criminal
penalties.

Section 6046. This section extends the provisions of existing law
requiring that information as to the organization or reorganization of
foreign corporations and as to acquisitions of their stock be supplied
by officers and directors of the foreign corporation who are United
States citizens or residents and by United States persons owning 5%
or more of its stock. The Treasury is of course entitled to cooperation
from foreign investors in obtaining the information required to enforce
the revenue laws. However, statutory requirements that may result
in the imposition of civil and criminal penalties necessitate careful con-
sideration of the difficulties faced by the persons on whom the require-
ments are imposed. These difficulties are not faced in a statute which
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requires the supplying of "such information as the Secretary or his
delegate prescribes" without reference to the availability and control
of such information by such persons.

For example, this section eliminates the effective date provisions
of present law which restrict its application to foreign corporations
created or organized, or reorganized after September 14, 1960. Thus,
a United States citizen who becomes an officer or a director of , long-
established foreign corporation, whether or not it has any United States
stockholders or is engaged in business in the United States, would
become subject to the information requirement. As discussed above,
much of the information that the Treasury is likely to request will not
be available, and many of the persons who might be subject to the
requirements of the statute will be in no position to require action by
the foreign corporation to obtain the information. The submission of
the prescribed information may, under the laws of a number of foreign
countries, subject the officer or director to criminal penalties in those
countries. As a practical matter, the proposed form of the statute
could present many United States citizens with a choice of terminating
their employment by foreign corporations or surrendering their United
States citizenship.

Proposal for Amendment to Section 904
of the Internal Revenue Code

Secretary Dillon's statement before the Senate Finance Committee
recommends the amendment of Section 904 of the Code so that the
limitations on the foreign tax credit are separately computed with
respect to "foreign investment income" and other taxable income from
sources without the United States. The amendment is intended to
eliminate an incentive for the transfer of bank accounts or investments
abroad so that foreign income would be produced subject to a low
foreign tax rate to offset other foreign income where the effective
foreign tax rate is higher than the United States rate. The proposed
amendment excludes from "foreign investment income" dividends
received by a dolestic corporation from a foreign corporation in which
it owns at least 107 of the voting stock.
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If the proposed amendment to Section 904 is adopted, the exclusion
referred to should be amended so as also to exclude interest on debt of
such a foreign corporation where the debt is created, for the reasonable
business purposes of the corporation. Such debt of a subsidiary is not
created for the tax avoidance purposes to which the Secretary referred.
It would be highly undesirable if the proposed amendment to Section
904 should tend to force United States corporations to provide the
capital required by their foreign subsidiaries entirely in the form of
stock rather than partly in the form of debt, without regard to business
and foreign tax considerations to the contrary.

• The following persons have participated in the preparation of these
comments, and respectfully submit them for consideration:
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ROBERT H. PREISKEL
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Senator KEnm. Our next witness is Mr. Robert W. Coyne, president
of the Distilled Spirits Institute, Inc.

Please proceed, Mr. Coyne.

STATEMENT OF ROBERT W. COYnE, PBSIDENT, DISTILLED
SPIRITS INSTITUTE, INC.

Mr. CoYNE. This statement is respectfully submitted on behalf of
the Distilled Spirits Institute, Inc., 1132 Pennsylvania Building,
Washington, D.C., a trade association of domestic distilling companies,
some of them large, most of them small. We address ourselves to the
provisions of H.R. 10650 concerning the deductibility of business and
trade expenses incurred in influencing legislation (sec. 3) and of
business expenditures for entertainment and related purposes (sec. 4).

We believe that the provisions of section 3 are inadequate and that
those of section 4, if enacted into law, will seriously injure large groups
of American businessmen and will destroy the jobs of hundreds of
thousands of workers in many industries directly affected, including
those for whom and on whose behalf we are privileged to speak. The
impact upon the confidence and stability of American business gen-
erally will be deleterious and depressing and the unemployment prob-
lem, now confronting the country in distressing dimensions, will be
further exacerbated should section 4 become law.

We recommend, therefore, that your honorable committee amend
the language contained in sections 3 and 4 so as to make it accord
with sound principles of taxation and the traditional American dedi-
cation to free speech and the freedom of private enterprise.

EXPENDITURES FOR INFLUENCING LEGISLATION (SEC. 3)

Although the Congress is entrusted exclusively with the authority
to formulate public policy and although Congress has never deter-
mined expressy that public policy should proscribe business expendi-
tures for legislative purposes, such proscription has attained the
effectiveness, if not the dignity, of law through coordinate action of the
executive -branch (Treasury Department Regulations) and the judicial
branch (the decisions of the Supreme Court of the United States in
Canwarano and Stratmg, 358 U.9. 498).

H.R. 10650 seeks to revalidate, reinvigorate and reinstall a basic
concept of our form of government, namely, that it is essential that
legislators at all levels of government have open, unencumbered lines
of communication through which to acquire information as to pend-
ing or proposed legislation without the effective restraints posed by a
taxH enalt100 recognizes, as shown by the Ways and Means Committee

report, that "it is ** * desirable that taxpayers who have inforla-
tion bearing on the impact of present laws, or proposed legislati6n,
on their trades or businesses notbe discouraged in making this informa-
tion available to the Members of Congress or legislators at other levels
of government. The presentation of suchiniformation to the legislators
i8 neOe8a'y to a prop. evaluation on their Part of the impact of pres-
ent or proposed legislation." (Emphasis added by us.) These open
lines of cotinlcati6n were maintained unimpiired from the time of

42190 O-462-pt. 7-28
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our early history until the Treasury Regulations and Supreme Court
decisions closed them. Paradoxically, they were impaired at a time
when, because of the constantly increasing complexity of American
business and the proliferation of its interrelationship with interna-
tional competition, it was most important that they be kept completely
open, unfettered and unobscured.

Legislative determinations affecting businesses or industries cannot
in good conscience be approached by legislators without the benefit
of searching inquiry and the full acquisition of pertinent facts nor
can they be consummated in justice to the community and to busi-
ness without evaluation of their consequences upon the business com-
munity and the body politic. In other words the full and free
comment by the businessman is a sine qua non of an informed legis-
lative body in passing upon proposals to amend old or adopt new,
laws affecting business. It is$ therefore, in the public interest that
all avenues of communication between business and legislatures be
kept open and the obligation to keep them open devolves equally
upon Government officials and businessmen. We are responding to
this sense of obligation in making this submission to your committee.

The foregoing observations appear to us to justify the wisdom and
understanding of the Ways and Means Committee in reopening the
channels of communication between businessmen and legislatures,
legislative committees and individual legislators.

W.e endorse the provisions of section 3 as worthy of our-and, if
you please, of your-support because they are good as far as they
go. Unfortunately, however, they fail to get.to the roots of the short-
comings of the status quo in that. they do not open channels of com-
munication to the public even where the voters are charged with the
exercise of legislative functions.

Assuming that it is clear that it is urgent and necessary to keep
open and unimpaired the avenues of communication between business-
men and legislators, what should be done about the maintenance of
such avenues in such condition between businessmen and the public?
Has not the public an equal right to know the facts, pro and con,
as to legislation under consideration by its duly elected representa-
tives? Does not the genius of our form of government postulate the
need of an alert interested and informed electorate?

Specifically, what about those public referendums where the voters,
in te words of the Supreme Court of the United States, perform
a legislative function? Is it not of paramount public importance in
those instances that the voters have full information? To paraphrase
a section of the report of the Ways and Means Committee on H.R.
1J650, is not the presentation of such information to the public neces-
sary to a proper evaluation on the part of the voters of the impact
of present or proposed legislationI

We believe that logic, experience and a deep concern for the public
welfare jointly and severally impel the conclusions that the public
does, indeed, Lave an equal right to know; that the genius of our
form of government does require an alert, interested, and informed
electorate; and that, specifically in those instances wlier3 the voters
perform a legislative function, it is of paramount public interest
that they have the full, precise and detailed information necessary
to form right judgments after proper evaluation on the part of the
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voters, themselves, of the impact of the legislation, present or pro-
posed. These truths we verily believe and their acceptance by you
gentlemen we advocate with full confidence and conviction.

The true dimensions of the threat to freedom of speech created and
sustained by the Treasury regulations forbidding deductions for
"stuns of money expended for * * * the promotion or defeat of leg-
islation * * have been fully apprehended neither by Government
nor business. Significantly, section 3 fails to reflect legislative com-
prehension even now of the ominous implications and the grave nature
of the peril thus created and so sustained.. Basically, the press is fully subject to the provisions quoted and
when, through its treatment of the news, editorially or otherwise, it
seeks, direct or indirectly "to promote or defeat legislation," its costs
of operation are proportionately nondeductible for tax purposes.
Campaigns for public improvements, for schools, for education, for
the needy and the oppressed, if they are aimed at remedial legislation
all bear the "verboten" tag of the Internal Revenue Service, regard-
less of the fact that the expenses incurred have been spent as truly
ordinary and necessary costs of operation of the newspaper business.
In instances where the press spends large sums of money to suppress
racketeering, to destroy criminal syndicates and to rescue communities
from the clutches and control of the ,underworld, the money so spent
is deemed contaminated by the Revenue Service if, and to the extent
that the promotion of legislation is part of the campaign.

We need paint no picture for you gentlemen of the flood of outrage
and indignation that would arise from the wellsprings of public opin-
ion were the public to comprehend the grave disservice to the noble
cause of freedom of speech inherent in the Treasury regulations of
which we speak-a defect neither recognized nor corrected by section
3. Anyone harboring the illusion that the first amendment guaran-
tee of a free press will protect newspapers from this taxation will
stand corrected by the concurring opinion of Mr. Justice Douglas in
358 U.S. 498. It may be said that the Government will not ride herd
on the press and will not enforce these restrictions strictly against edi-
torial comment. But surely that begs the question and implies a lack
of evenhanded justice of which no one can be either proud or tolerant.

We make no suggestion that anyone who is part of or connected
with the administration would even think of using this potent weapon
to regiment or punish the press out of anger, resentment vindictive-
ness, or for any ignoble, purpose. But we do emphasize that a power
of harassment and punishment has been created which, in our view,
is indefensible and which poses a clear and present danger to the pres-
e rvation of freedom of speech and of the press.

The .alcoholic beverage industry, more frequently than any other, it
would seem, is involved directly in public referendums on which the
voters are called upon to legislate. Such referendums in the form
of local option elections, have, since repeal of national prohibition,
averaged somewhat more than 1,000 annually throughout the United
States. The issues involved not infrequently so excite the electorate
as to bring out the voters in numbers surpassing those who partici-
pate in primary and general elections.

Who will gainsay the point that in these plebiscites, where emo.
tidnal fdctor 6ften receive inordinate emphasis, there is not a need-
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a compelling and overriding need-of full, faetual, and detailed in.
formation on the part of the voters?

Or who will deny that in these public referendums, where the very
existence of established businesses is at stake, the money spent in
furnishing fiscal, economic, and employment data, together with moral
and social analyses, to the public through paid advertisements and by
other equally costly and legitimate means--who with intellectual lion-
esty can deny, we repeat, that such obligations are ordinary and neces-
sary business expenses?

In its present form, section 3 would create an anomaly under cer-
tain conditions. For instance, if a bill to prohibit the sale of alco-
holic beverages throughout the State should be considered by the State
legislature, our industry could clain, as deductible, moneys spent in
bringing pertinent information to the legislature or to committees
or individual members thereof. If, however, the legislature should
pass long to the voters through a referendum measure the responsi-
bility to make the determination, the expenses of the industry in
furnishing the identical information to the public, as the voters pre-
pared to exercise a legislative function, would be nondeductible in
their entirety. This would seem to confront the supporters of section
3 as it now stands with a dilemma: either the legislature and the pub-
lic both need full information before legislating, or neither the legis-
lature nor the public has such need. The first horn, in our opinion,
is the logical and sensible choice and we urge you earnestly to amend
section 3 accordingly .

Specifically, we urge you to amend section 3 through the adoption
of the language of the Hartke-Kerr bill-S. 467-and in the spirit
of the purpose of that bill as conceived by the two distinguished Sena-
tors whose names it bears. This same language appears in the amend-
ment intended to be proposed by Senator Hartke to H.R. 10650 and
it would, we believe, accomplish his stated purpose "to eliminate
certain defects and inequities."

ENTERTAINfENT FOR BUSINESS PU-RPOSES (SEC. 4)

The hope and expectation that every citizen will pay in full the
taxes he owes to his government permeate all strata of society. $ix-
payers, no less than tax assessors and tax collectors, are insistent that
cheating, evasion, and other abuses be dealt with in a forthright,
vigorous, and thoroughgoing mamner. Regardless of business, em-ployment, occupation, or profession, all good citizens make common
cause on this question.
We join with the community of businessmen across the country

and with the generality of our fellow citizens in all walks of life in
supporting the proposition that the Treasury Department should
-have the power and tools reasonably necessary for the protection of
the revenue a-id the extirpation of lheati g, evasion, and other abuses
however contrived or accomplished.

In our dedication to these ideals, we yield to no man, in or out of
government. But we are equally dedicated to the ptiincidle that the
end does not justify the means, in the application of which, w6 have
no choice but to oppose the provisions of section 4 of H.R. 10650.
We believe that on the grounds of naked expediency, advocates of
these provisions seek to deny deductibility for funds spent for good
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will entertaining regardless of the demonstrable fact that such ex-
penditures were clearly ordinary and necessary.

From statements repeatedly made by Government officials, it must
be inferred that the difficulties encountered by the Internal Revenue
Service in the fields of administration and enforcement have precipi-
tated the current attempt to remove good-will spending from the lexi-
con of American business. Horrible examples of abuse have been
exposed to public view with an emphasis which, intentionally or not,
has created in the minds of many the belief that abuses are common-
place and represent the rule rather than the exception. The inci-

ence of such abuses must be calculated in the light of the fact that
taxpayers number tens of millions and that most of the abuses were
curable by vigorous and rigid enforcement. As to those not so cur-
able, we believe that the Internal Revenue Service will be equipped
to handle similar abuses which may arise in the future if the provi-
sions of H.R. 10650, abrogating the Cohan rule and limiting the use
of ','facilities," are enacted into law.
The fallacy that good-will spending is astronomical and that only

the vigilance and dedication of the tax collector places any damper on
its expansion makes good copy for the scandal sheets and provides
fuel for the fires of those constantly seeking to blacken, char or burn
the structure of private enterprise. Although only the gullible and
those ignorant of the anatomy of American business will readily accept
as true any such rash and defamatory characterizations, there is
danger lest constant repetition of these canards should blur the vision
and confuse the judgment of even well-informed observers.

Businessmen know very well that within most business organiza-
tions there are many built-in checks on the spending of funds which are
exacting and efficacious. Those who do the spending are confronted
with requirements of explanation, verification, and Justification that
often seem unduly demanding to those who seek reimbursement for
expenses incurred for business purposes.

Business management has been, is now, and, hopefully always
will be, the No. 1 watchdog of business funds. Long before tie Inter-
nal Revenue Service has lifted a finger or sharpened a pencil, the
business functionaries have been at work. The sales manager checked
the salesman; the comptroller checked the sales manager; the presi-
dent or proprietor checked the comptroller; and the stockholders,
usually with the professional assistance of an independent organiza-
tion of certified public accountants, has checked all the processes of
spend g and accounting. The concept of Mr. Moneybags, the cor-
porate executive, handing out largesse to corporate employees through
liberal expense account treatmelit just does not ring true for the over-
whelming majority of the employees of business who do the predomi-
nant §hare of goodwill entertaining. .

If otherwie legitimtate business expenditures are to be denied be-
cause of the difficulties of audit aid investigation encountered by the
Government, then it must be understood that there are other areas in
which the same principle can be applied. By way of illustration, we
may p611t out that tie Internal Revenue Service has fouifd'thit many
taxp)ayers overstate the number of dependents- thht some have in-
cluiidef tlhe itoes of decenaed or 'fictitious relatives and others their
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house pets, such as cats and dogs.' Yet, to the extent of our knowl-
edge and information, no one has suggested that in consideration of
problems of audit and investigation, credit for dependents henceforth
should be eliminated in tax calculations.

If the Internal Revenue Service is to be granted authority to judge
the business potential and value of entertainment expenditures, it
would seem that by the application of the same rules of logic, the
Service should be authorized to judge the business acumen displayed
by management in fixing the number of its employees and their qualifl-
cations; in choosing and installing its machinery and equipment; and
in making determinations as to the efficacy and timeliness of advertis-
ing and sales promotion campaigns.

According to an ancient legend, the Arab who, taking pity on his
camel being buffeted by a sandstorm, permitted the beast to put his
head inside the tent, was rewarded for this act of kindness by being
ejected from the tent and being forced to endure the hardships of the
storm while the camel enjoyed the comforts of the tent. The lesson
of this story comes to mind when we see the tax collector moving into
the realm of business management and, in that area, exercising dis-
cretion which in this country has belonged traditionally and exclu-
sively to management itself. Permitting the tax collector to assume
the role of Monday morning quarterback. passing judgment on de-
cisions of business management, will establish a precedent which will
lead ultimately and inexorably to the expansion of his role to the
point that he will become the dominant partner in the management
of the enter rise.

The standard laid down by the bill for determining the deductibility
of entertainment expenses, that is, whether the taxpayer can establish
that they were "directly related to the active conduct of the taxpayer's
trade or business," is undeniably ambiguous and undoubtedly will be
a prolific source of misunderstanding, controversy, and litigation.
We find a wide diversity of opinion among tax experts as to the mean-
ing of the quoted words and an almost universal hesitancy among
them to express opinions as to the application of the standard to spe-
cific circumstances. Beyond peradventure of doubt, this ambiguity
and uncertainty will discourage these expenditures by businessmen
with consequences disastrous to numerous businesses and countless
employees. .

Good-will entertaining by its very nature is not measurable in value
by immediate results. It may be that some of it is improvident from
another person's viewpoint. Yet, like institutional advertising, good-will entertaining has for its purpose the creation of a favorable cli-
mate for doing business. We submit that the criterion for deter-
mining the deductibility of good-will entertaining should be: Has the
taxpayer had a bona fide purpose of creating business good will as
distinguished from the satisfying of the personal needs of the tax-
payer or his representative I

In our analysis, the administrative problems connected with travel
and entertainment expenses, as outlined in a speech by Commissioner
Caplin before the Uinversity of Chicago Tax Conference, boil down

1 According to an article appearing In the Apr, 1, 1962, issue of This Week magaulne the

Internal Revenue Service reports that 20 percent.of the returns listing dependent reiaths
other than spouse and children are In error.
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primarily to a single factor: the inadequacy of taxpayer records,. and
resort to the Cohan rule. We suggest, therefore, that the provision
of the bill requiring substantiation of expenditures-thereby abolish-
ing the Cohan rule-and the provision relating to "facilities" will pro-
vide new teeth which will be adequate for Treasury enforcement pur-
poses. No law will cure all the fraudulent practices of taxpayers who
disguise travel and entertainment expenses in their records, as re-
counted by Mr. Caplin. In fact, as to cheaters, experience seems to
show that the more restrictive the law, the more prevalent such prac-
tices will become.
, Interestingly, in that same speech, Mr. Caplin gave the results of a

study of a 3 months audit made by the Government in 1960. In brief,
by reason of the audit, $28.8 million in claimed travel and entertain-
ment deductions was disallowed' a total of $29.5 million in unreported
income to individuals was disclosed; and $20 million in additional
tax was thereupon assessed. The significant feature of this audit is
that under existing law, using existing tools in the hands of the Serv-
ice, it was able to detect these malpractices and to benefit taxwise from
such detection. This would seem to support further the conclusion
that the basic objective of Treasury in advocating denial of deducti-
bility of goodwill! entertaining is to relieve itself of audit difficulties,
without regard to the fact that this step will punish the honest tax-
payer whose number is legion, because of the malpractice of the
cheater whose number is few.

The government itself pays obeisance to the value and propriety of
good-will spending, although we have searched the record in vain
to find any acknowledgment of this fact from those who have advo-
cated, drafted, and explained the objectives, language, and meaning
of H.R. 10650.

The Honorable Dean Rusk, Secretary of State, testified before the
House Committee on Appropriations on March 7,1961: 2

Any officer of the Department of State, whether overseas or in Washington,
expects to reinforce his official duties in the office with a great variety of in-
formal and social contacts with those with whom he is dealing. His value as
an officer is enhanced by such contacts and his ability to support U.S. objectives
Is strengthened. His situation is no different in this regard than those In any
other profession or Vocation who deal regularly with other people.

* * * , , ,

There are, however, other occasions when officers are called upon to entertain
or undertake other representation activities which are important to their duties
and which cost money. It seems to me appropriate that such costs be considered
a public charge and not an invasion of the salary of men and women who are
pressed to meet their personal and family obligations.

Obviously, Secretary Rusk recognized the value of money Spent for
the promotion of good will and was forthright in urging the Congress
to appropriate funds for this purpose because the Foreign Service of-
ficer's "situation is no different in this regard than those in any other
profession or vocation who deal regularly with other people." We
doubt if many dollar appropriated by Congress and spent b~y Govern-
ient were allocated to a better purpose or spent more advantageously
for the country than are those for whose appropriation, the eminent
gentleman now serving as Secretary of State made his plea on March

'Hearings before the Subcommittee of the Committee on Appropriations, House of Rep-
resentatives, 87th Cong., lot sess., p. 18.



Supplementing Secretary Rusk's plea for these funds, his Assistant
Secretary for Internationa Organization Affairs, Harlan Cleveland,
on March 20, 1061, made these, among other, statements: 3

I think one of the best statements on the use and need for representation
was made by the Secretary when he appeared before the committee. * * * In
addition to this type of personal representation, we do have this request for
funds to reimburse the officers abroad for certain official representation activ-
ities. The representation we are asking for is very similar to the expense-type
claims that American business pays its representatives and salesmen. The
same type of activity is carried on by American business.

Although modest in total amount in the light of the responsibilities
of Foreign Service officers and the scope ang gravity of our interna-
tional relations, "representation expense" is at an all-time high re-
flecting the obeisance to the value of entertainment spending to which
we referred.

Just as the State Department, in word and in deed, has certified
to the propriety, need, and necessity of spending public funds to pro-
mote good will, so, also, have all the Departments of the executive
branch of the Federal Government endorsed the principle and en-
gaied in the practice of spending public funds for active lobbying.

It is hardly necessary to remind your committee that lobbying by
departments and agencies of the Federal Government is in high geat
and that when the administration advocates a bill in Congress, the
full force of these agencies is directed not only toward individual
Members of the Congress but at the public, as well. Manifestly, the
expenses of this application of force in all its aspects and orientation
are borne exclusively by taxpayer dollars.

With the thesis that Federal departments and agencies have a duty
at public expense to make available to Congressmen and to the public
all pertinent facts and information in their possession or at their
disposal with reference to existing or proposed legislation, we have
no quarrel. In fact, we should consider them derelict in their duty
were they to fail to do so.

But businessmen have a like obligation to make available to Con-
gress, to all legislators, and to the public all pertinent facts and in-
formation in their possession or at their disposal with reference to
existing or proposed legislation and, to the extent that such facts
and information concern their businesses, they should be permitted
to deduct the costs incurred thereby as a necessary and ordinary
business expense.

Any other tax policy would create for government an unchallenge-
able monopoly in the lobbying field. This muting and stifling of the
voices of private business would be bad for business, bad for govern-
ment, and bad for the people. Thus has autocracy evr been born and
thus does dictatorship constantly seek to justify and maintain itself.

In your considerftin of sections 3 and 4, you will, we feel certain,
keep in mind that the subject matter is the expenditure of funds by
business enterprises for business purposes. ThroughOut the tax
statittes and implementing Treasur regultions, the business tax-
payer is treated as such and the tax liability which he incurs is based
upon the profits which hi§ business generates as a result of all his
business activities.

I Ibid., v. 1148.
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Equating the propriety of the deductions from gross revenue of a
business in the calculation of its net income for tax purposes with
those of a person in his individual capacity is a false premise the use
of which will lead to erroneous conclusions. Misunderstanding of this
distinction has been demonstrated by some testimony given to ihis com-
mittee both as to sections 3 and 4 and has caused no little confusion in
the minds of the public.

CONMLSION8

1. The provisions of section 3 of H.R. 10650 provide substantial
legislative relief which is in the public interest. These provisions,
however, do not do full justice in the matter of informing the public
concerning existing or proposed legislation, and this section should
be amended by including the principles and language of the Hartke-
Kerr bill (S. 467), which is to be proposed by Senator Hartke as an
amendment of H.R. 10650.

2. Section 4 of H.R. 10650 should be amended by deleting all provi-
sions except those relating to facilities and to the maintenance of sub-
stantiating records. We suggest, also, that because of the widespread
confusion and apprehension caused by section 4 and the report thereon
by the Ways and Means Committee, and presently operating to under-
cut and depress many industries and to threaten the employment of
countless workers, consideration be given to the inclusion of language
to clarify the intent of Congress to treat the maintenance and promo-
tion of good will as an integral phase of the operation of a business
and to authorize specifically the deduction of expenditures for good-
will purposes as an ordinary and necessary business expense.

We regret that our efforts to do justice to the subject of this discus-
sion within the compass of fewer pages were in vain. We hope, how-
ever, that despite the demands upon your time and patience implicit
in your consideration of this statement, you will find somewhere in
these pages material that will help you in your determination of the
issues involved.

We thank you sincerely for your interest and courtesy.
Senator KERR. Thank you Mr. Coyne.
Mr. Don A. Ellis, Tektronix, Inc.

STATEMENT OF DON A. ELLIS, TREASURER, TEKTRONIX, INC.,
BEAVERTON, OREG.

Mr. ELLIS. Senator Kerr, I am Don Ellis, from Beaverton, Oreg.,
a suburb of Portland, Oreg. I am treasurer of Tektronix, Inc., a
precision measuring instrument manufacturer.

Because of the nature of my presentation I do not have a prepared
manuscript. We did send written statements to each member of the
committee and I turned in a few this morning whidh I would like
to see incbluded in the record.

Senator KERR. That has already been ordered. It will appear at
the end of your testimony.

Mr. ELLiS. I don't feel qualified to point out the technicalities of
the bill. That is being very ably done by others here.

I Would like to make two observations and spend the balance of my
timei'tiastratiiAg the first.
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The first observation is that anything which is done to reduce the
ability of U.S. corporations and their subsidiaries to compete with
foreign companies will be detrimental to the United States.

This includes parts of the tax bill under consideration.
I would also like to encourage support of efforts to reduce trade

barriers and more toward freer trade which I think will do even
more good for the United States.

The second is if you were to reverse your roles with your counter-
parts in other countries, particularly European, and so-called tax
haveii countries, I am sure you wouldretaliate with higher taX rates
to counteract this country's attempt to tax earnings of foreign sub-
sidiaries of U.S. companies before the earnings are remitted.

Higher foreign tax rates would increase the tax credit and reduce
the amount of tax the United States would be able to collect either
as earned or when the earnings are remitted.

Also if the foreign subsidiaries were in no position to make remit-
tances to the parent in this country, and the tax had to be paid, it would
be paid out of money that might very Well otherwise be invested in
this country to create more jobs.

Now, to illustrate how hampering our ability to compete with for-
eign countries will hurt U.S. jobs: to do this Ihave to do something
the associates in my company don't like-sort of toot our own horn.

We are one of the new technology companies. We manufacture
sophisticated electronic measuring instruments. I brought one with
me to illustrate to some extent.

This is the baby of our line. It is similar to a TV set except that
it is very precise. A variety of measurements can be made with it.
To the electronic and electrical engineer and researcher this instru-
ment performs the same function that a chemical balance or a micro-
scope does for a chemist, in other words, makes the very basic meas-
urements.

I might point out also that this instrument contains some of the
capacitors that the man from Sprague was talking about earlier in
this session.

The electronics industry is particularly advantageous to some local-
ities in this country, and I am sure is the type of industry we would
like to keep strong in this country.

It is a mobile industry . It is not dependent on its location for
markets or for materials. It is primarily based upon intelligence or
brain power for developing the instruments, on productive careful
workers to manufacture the instruments and very particularly upon
good selling effort.

Our company started after World War II in 1946. The first sale
was made i 194T.

The first instrument that was developed sold fo ' roundid $800, where
the compete insttIhenits on the market at that time sold for around
$1,900 to $2 000.

We rapidly became prominent in the industry, selling instruments
all over this country, and very few companies remained in coMpotition
with us.

We are located in Oregon, which is unusual for a company 6f this
type, but is very valuable to Oregon. Ozon has an economy-dper, d-

filt 'ostly oh forest products anagridtfltire, bothof Which are highly
seasonal.
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Our company is considered quite an asset because while we started
out with no employees in 1946, and had only 75 in 1950, by the end
of 1951, as a result of the instruments used related to the Korean
defense effort, we had 320 employees. By the end of 1954, 500- 1956,
1 200; 1958, 2,000; 1959, 8,000; 1960, 4,000; and at the end oi 1961,
about 4,600.

Of these, 250 are in our field offices providing the selling effort which
I will emphasize in a minute.

We also have about 200 employees overseas.
In our business we have found personal marketing is highly im-

portant. These instruments are very technical. In order for a cus-
tomer to make good use of them he needs to have considerable in-
struction and demonstration. There are now 43 different oscilloscopes
in our line. This sample as I mentioned, is the baby. It is a transis-
torized portable scope that can be used anywhere. We have some
that are fairly large weighing as much as 150 pounds that cost
$3 500 each,

We do a lot of training of our field engineers. It takes a man who
has a good background to become one and then we have in-plant
training of 6 months just so he is capable of helping the customers
learn to use our products.

I have a couple of examples of letters here that illustrate what our
customers think of our marketing efforts. One is from our Encino
office, where, to quote, recently a chief engineer disclosed his counsel
to his young engineers. "If your system doesn't operate and you
don't know what is wrong, blame is on the oscilloscope. The Tek-
tronix field engineer, to defend his equipment, will show you what
to do."

I have another letter dated April 11, 1962, from a company called
Nytronics, Inc., in Berkeley Heights, N.J., which says:

Several days ago we found ourselves dangerously near cancellation on a
(overnment contract resulting from the inability to read our present 545 scopes
with sufficient accuracy to Insure operation of the components within the close
tolerances required. At that time we phoned Mrs. H. De Long of your Union,
N.J., office who went to work on our problem, contacting your Mr. R. Herdman
who was at an out-of-town meeting. Mr. Herdman continued the effort and by
the next morning your Mr. F. Lenczynski called from your Philadelphia office
and by that afternoon had arranged a loan for a few hours of the new digital
read-out scope.

Your Mr. J. Griffin arranged to be here upon the arrival of the scope and
stayed well into the night helping with the use of the scope.

We were and are extremely grateful to all the aforementioned persons and to
any others of whose identity we are unaware for their cooperation and Unstint-
ing efforts on our behalf, and I would like to take this opportunity to personally
compliment you on the apparent high caliber of your personnel.

We established ourselves in this doutitry and then found that there
were customers in other countries that wished our products. From an
insignificant amount in 1950, our export has expanded to take more
than one-thifd of our output. Of course, from Oregon's viewp6dlt all
our output is export.

Almost none of our sales are made to Oregon, but for the United
States one third of our output is now outside this country and Catiada.
We consider Canada domestic. , ,

QbVidusly with instruments of this sort none of this goes to under-
devloped c6fntri, es, all of it is to highly developed countries, those
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that its(, tevlnoh)gy. We decided our marketing in the foreign field
was ifa(leqllate, Il in 1957 sent a man ,Over to Europe to circulate
nuo ig our (list ihtitors there to make sure they were kept up to (late

on t it(atuei' of ou' plroducts and the ability to demonstrate them
to mll. ('llStotllIers.

Fmro 1951) to 1962 ouir export sales averaged an increase of 40 per-
('nt per year, it the same time our domestic market was averaging
an increase of only 2() l(Icent a year.

fI the United Kindom our sales in 1955 were $80,000; in 1956,
$1 80,000'; t he, in 1951,, with our new field engineer, $3210,000; 1958,
$500,()0; in 1959, $980,000; 11960, $1,800,000, almost double 1959; in
1961, only $2 million, and it is the slowdown I want to stress.

The United Kingdom has more competition than most, of the other
countries in Europe at the present time. I have furnished members
of the committee with copies of a letter to Mr. ITllman, from Mr.
Brooks Hays of the State Department.

It describes part of our difficulty in the United Kingdom. The
I Ited Kingdom has , a331/f-percent ad valorem duty on our type of
instrument. I lowever, when there is no competing instrument avail-
able in their country, they allow our insteurnents to come in without
the payment of a tariff. hut whenever an English competitor claims
ho has an instrument like this, a. deposit has to be made with the eus-
totis people until it is proved that within 9 months the competitor
(id not supply the instrument.

We at one time had $200,000 invested in deposits with the customs
people in the United Kingdom waiting for the competitors to fail to
deliver.

elad the competitorss been able to deliver$ of course, our price would
immnidiately ha]ve g6fte lp onie-third to the British customers. This
would give our competition an almost insurmountable advantage.

We saw the handwriting on the wall, and in 1959 started a manu-
factuving branch on the island of Guernsey, one of the channel islands.
I noted that Senator Douglas asked a question about the tax rates on
the channel islands and I cold have answered for this one.

Now, in 1959, as I mentioned, we had sales of $980,000 in the United
Kingdom; 45 percent of these were instruments manufactured on the
island of Guernsey.

In 1960 sales were $1,800,000, with 50 percent from the island of
Guernsey. Tn 1961, of the $9 million sales, 60 percent was from our
plant in Guernsey.

This amouited to an actual decrease in the amount that came fromthis country. Guernsey mantfaetures only 5 out of our 43 types. We

would not have been able to sell any of these five types made in this
country; by manufacturing on the island of Guernsey, we are able to
continued satisfying the United Kingdom market.

Thts, we d(id -not abdicate to their compatites, the right to make our
instruments.

I have another example to show where we have failed to prevent
the growth'of competition.

In iapan we have not sent, over our own field people. We do ilot
furnish marketing assistance thAV alnd I think it is a big mistake,

In 1909, we had 11 competitors in Japan ththt we know abott, and
we still had about two-thirds of the Japanese business.
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In1 1960 we believe we satisfied only about one-half of that market.
In 1962, there are at least 20 competitors in Japan and we feel we are
doing less than one-third of the business there.

We are, I think, sorely in need of fieh engineering in that. country,
1s well 1s manufacturing.

However, seeing the handwriting on the wall in the United King-
(loin, we also see It in the Common Market. Competition is develop-
ing there, so in May we will open a manufacturing facility in the
Netherlands to manufacture the instruments threatened with com-
petition.

We will continue sending to Europe from production in Portland
the other 38 scopes plus the allied instruments.

However, as I mentioned, our marketing is a problem. It is com-
plex, it requires considerable competence. We will be selling instru-
ments from three different companies. The efforts need to be not only
coordinated but our field distributors need to be informed, kept up to
date at all times.

We, therefore, formed a marketing subsidiary I to utify all of these
efforts, to coordinate the instruction and demonstration, and to do the
repair work. We selected a Swiss company. There are several rea-
sons why we did it and we did not ignore the fact that the taxes
w6uld be less.

However, we went to Switzerland because it has a good record 6f
stability--economic, political and money stability--o reliability, of
easy transfer of funds, of respect, a good set of treaties, and, in par-
ticular it is multilingual. The Swiss people are adept at dealing
with the variety of countries. But as I said, we didn't ignore the
fact that by forming this company in Switzerland we would have
less taxes over there, therefore, less credit and when the money is
remitted back here and pay a larger U.S. tax.

In summary, our satisfying the world market instead of defaulting
it to foreign competitors:

1. Expands exports of U.S.-made instruments because we are in-
creasing demand by providing proper instruction in the use of the
instruments.

2. It prevents the loss of foreign and eventually domestic market
to our foreign competitors. We have no doubt that as Japan is able
to make these instruments they will try to sell them in this country.

3. It brings to the United States earnings of the foreign manu-
facturing and marketing subsidiaries and allows us to continue our
expansion there.

I might also say thtft our manufacturing companies over there pay
a technical service fee for every instrument they inake to the domestic
parent directly and that, of course, is taxable income to the United
States.

Our marketing company pays a license for the right touse the name.
So, if provisions to tax earnings of foreign subsidiaries remain in

the tax bill, they will hamper our ability to compete. They will
endanger our employment in the United States and particularly
Oregon.

Our marketing subsidiary. is definitely a necessary operating company.
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We feel sure such provision will invite other countries to raise their
tax rates and thereby nullify the effects of the bill.

Thank you.
Senator KERR. Thank you very much, Mr. Ellis, for a very inter-

esting statement and presentation.
(The statement referred to follows:)

TRADE BARRIERS AN) TAXATION OF FOREIGN SUBSIDIARIES

Statement of Tektronix, Inc., Beaverton, Oreg., by Don A. Ellis treasurer,
February 28, 1962

Tektronix, Inc., strongly favors every effort which can be made to reduce
toriffe and to eliminate trade barriers in international business operations.

Tektronix as strongly opposes any U.S. efforts to tax foreign subsidiaries of
American corporations differently than foreign companies in the same situation
are taxed.

To elaborate, some background is essential:
Tektronix, since it sold Its first instrument in 1947, has developed a line of

precision oscilloscopes, highly complex electronic measuring instruments, which
have become necessities in most fields of research and scientific development.

Tektrohix, which employs some 4,500 Oregonians, Is the world's outstanding
manufacturer of these instruments. Our oscilloscopes are so widely accepted
that more than one-third of conipany p reduction is now sold abroad. Poten-
tial competitors pay is our greatest ompliment by trying to copy our instruments.

Many of our competitors are outside the United States. In their countries, we
face threats of increasing protective trade barriers. Not only does this indicate
a potential reduction in our market overseas; it also might allow our competi-
tors to gain'trength and invade other markets-eventually even our domestic
market.

To avoid trade barriers and to keep our competitive position overseas, we chose
to assemble, then to manufacture our instruments abroad-first as a branch as.
sombly operation, then as a manufacturing subsidiary.

The Idea of using branch operations in these ci)untries-as we havd learnedpainfully and expensively-is impractical. Experience taught us it's wiser
to work through subsidiaries.

We therefore incorporated our branch on the Isle of Guernsey, in the English
Channel, to handle our Commonwealth market. Also, when our new buildthg
is completed this spring, we can start manufacturing in our new Netherlands
subsidiary for the Common Market- countries.

We have done this to avoid the threat of trade-barrier-protected competition.
It is not motivated by lower cost labor. (High U.S. productivity Is hard to attain
elsewhere. The building in the Netherlands is essentially the same construction
and design as those in Oregon. It is even more costly.)

A large part of our success has resulted from a high level of technical service
to customers throughout the world. For the customer to get the most value from
our complex instruments requires that we have competent people to demonstrae
their use; to instruct in their application and maintenance, and to coordinate
new developments and modifications (because of rapid technical obsolescence).

Because our success does depend so greatly on a highly skilled marketing
organization, and because we are marketing the products of three manufacturing
plants It seemed natural (1) that we coordinate our marketing in the European
area throtigh one overseas marketing subsidiary; (2) that our manufacturing
operation be subsidiaries of that company, since marketing coordinates manu-
factUring.

We chose Switzerland for our marketing headquarters because of the advan-
tages it offers. The U.S. Government, when its own rights were in jeopardy,
has itself turned to Switzerland because of its custodial integrity, respect for
personal arid property rights; political stability, and moral courage.

Switzerland has One of the largest networks of International-commercial
treaties, and a record of stable and convertible currency. It is sound business
to use these Swiss advantages; we resent having this business judgment con-
demned.
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With the growth in the European Common Market and the United Kingdom's

application to join, President Kennedy seemingly has two alternatives:
1. Applying to join ECM. (This might be politically unpalatable; however,

the writer, personally, would favor this plan.)
2. Trying to reduce present and potential future applications of trade bar-

riers. Tektronix, Inc., endorses this program.
If we were sure the Kennedy program to reduce trade barriers would suc-

ceed promptly, we would have less need to manufacture overseas. We far prefer
that Tektronix expand inside rather than outside the United States. But, un-
fortunately, we can't bank on eliminating world trade barriers in the near
future.

Since we must manufacture abroad, we feel that recurrent proposals to tax
our foreign marketing subsidiaries prior to remission of profits are unfair, in
that they tend to make us noncompetitive with other nations' companies op-
erating overseas.

Our foreign subsidiaries are wholly owned to insure the absolute quality con-
trol our instruments require, in customer relations as well as manufacturing.
Continuous service contact is our best guarantee of performance.

Operation through these foreign corporations is essential to our International
business.

In fact, Department of Commerce qualifications to simplify certain controls
over strategically sensitive products in the interest of American firms compet-
ing abroad can be met only by "controlled foreign corporations."

Doing business internationally is complicated. Native industry in each coun-
try has a real advantage. So does a foreign competitor from a neighboring
country, if the countries' economies are complementary and as Interwoven as
they are in much of Europe.

Other governments have gone out of their way to ease the path of foreign in-
vestors--not to favor them against native competitors, but to help them get
an even footing with that competition. No major EUropean country now taxes
the undistributed export earnings of foreign companies controlled by its na-
tionals.

The U.S. Government, although recognizing that manufacturing abroad is legiti-
mate, is attempting to condemn using another corporation to market these
products overseas.

Under proposed restrictions, Tektronix Holland could manufacture its products,
but would be handicapped if it distributed them through a related subsidiary in
Germany, France, Italy or other Common Market countries. The same would
be true of Tektronix Guernsey in dealing with EFTA and Commonwealth
countries.

In theory, this distribution could be done by straight export trade from Holland
and Guernsey, or through a system of branch operations. But In practice,
this is an unrealistic and often detrimental approach. Tektronix paid for this
knowledge very dearly, in earlier attempts at branch operation on Guernsey. We
concluded that incorporation in the foreign country was the logical solution.

Using separate corporate forms, subject to separate governments' sovereignties,
has protective features. Having a structure of first- and second-tier subsidiaries
offers other practical advantages. For example, by using our Swiss distributing
company as a "parent" for our Dutch and Guernsey manufacturing plants, we
kept our equity investment abroad within reasonable limits.

tart of our DUtch construction is financed through a municipal credit line
that will become a 20-year amortization mortgage-a financial operation that
would be hard to duplicate In the United States. To accomplish'this, the Swiss
company furnished the "parent" company guarantee. This freed Tektronix,
Inc., from restrictive involvement

Who the Government condemns such setups of related companies, it indicates
it doesn't clearly understand the organizational steps which success in the inter-
national field requires. If this misunderstanding became official American policy,
it could be disastrous.

Dishonest operations probably do exist, using legitimate organizational
forms. But we believe present auditing rules provide protection enough for
U.S. revenue interest.

Any governmental attack on integrated international operations may have
other, more serious political consequences: Retaliation by foreign tax, exchange,
and customs authorities;
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European governments have indicated they will not let the American Treasury
siphon off tax and other advantages which U.S. concerns now enjoy In their
countries.
By special withholding taxes, freezing of balances, special customs duties or

similar retaliatory charges, any return on American Investments abroad will be
subject to 52-percent foreign taxes.

The fact that this is discrimination against American investments will not
deter these governments. They feel they are defending their economies against
U.X. fiscal "aggression." Nor could we protest; our own tax and customs laws
provide for the same sort of punitive retaliation against foreign discrimination.

It Is easy to see how American business would fare if it were singled out for
such taxes and Its competitors were not.

As our International organization expands and strengthens while our manu.
facturing abroad_ progresses, we expect our foreign business to increase and,
particularly, to diversify faster than Portland export efforts alone would have
allowed.

Our strong technical organization and marketing consulting staff abroad can
solve eustotner problems that the best foreign distributor couldn't hope to tackle.
By being there in force and learning firsthand the intricacies and special needs
of foreign markets, we gain the information we need to modify and refine our
instruments.

This ability translates itself into orders for more complicated and more spe-
cialized instruments, which can only be supplied by our domestic operations.
This assures an export business for Portland that would have escaped us except
for the greater penetration of the European market which our oversea manu-
facturing operations allow.

Also there will be an increased demand (already begun) in customer service
and replacement parts from Portland. This is aside from the equipment and the
components and other parts whith foreign assembled or manufactured instru-
ments require.

Greater penetration not only means more export business now, but also opens
up the prospect of continued increase. On this basis, our management promised
its Oregon employees that manufacturing abroad wouldn't mean "exporting jobs,"
but rather would increase the export business from Portland. It also assures
that we will not "force" the development of effective foreign competition-first
in markets abroad, then in domestic markets-by failing to bid for a position
in the European electronics industry as strong as the one we occupy In this
country.

Any governmental action to impose an .unfair tax on our oversea subsidiaries
probably would mean cutting back our foreign distributing and customer service
operations. Exports from Oregon would suffer most because, on a trading basis,
we would not be competitive in Europe if subject to this additional American
tax burden-or to equivalent foreign retaliation-while competitors there con-
tinue to enjoy the support of their governments.

Because of the reasons we've summarized-and because the individual health
of each American business contributes to the overall health of the entire Ameri-
can economy-we ask that you support reduction of tariffs and elimination of
trade barriers, and oppose U.S. efforts to unjustly tax American corporations
operating overseas.

DEPAnTMENT OF STATE,
Wa?&ingt~M Jfily 10t,1961.

Ron. AL PULLMAN,
House of Representatives.

DEAR MR. ULLIMAN: Thank you for your letter of June 0, 1061, concerning the
imposition of tariffs by other countries on certain electronic measuring devices.
With your letter you enclosed a copy of a letter from Mr. Don A. Ellis, treasurer,
Tektronix, Inc.

As to the situation described in Mr. Ellis' letter relating to the Imposition of
customs duties by the United Kingdom on electronic laboratory measuring de-
vices, the general practice is to apply the legal rate of duty of 88% percent on
such instruments. IThese duties must be paid by the importer at the time of
entry. There are, however, Treasury provisions for remission of duties upon
application by the Importer. 'The remission of duties is granted under certain
conditions, for example if a specialty product is not manufactured in the United
Kingdom. It appears that the British Importer of Tektronix instruments, and
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therefore the American producer, is benefiting by these provisions and that these
Instruments are entering ditty free, subject, however, to the requirement that
tie importer must deposit funds it escrow to (-over the amount of duty which
wold be charged if duty-free entry were denied. This requirement of deposit
of (htty pending clarifieation of dutiable status Is usual In the customs practice
of many countries, including the United States.

We realize that the legal rates of duty may be Imposed at some time, subject-
ing the American instruments to a substantial assessment of duty. During the
OATT tariff conference taking place at Geneva the United States is requesting
(oncessions on many Items from more than 20 nations including the United
Kingdom and In return, the United States will have to grant tariff concessions
to these countries. We are requesting reductions in duty on electronic measur-
ing instruments from several nations. If we are successful In obtaining tariff
concessions on these items a domestic manufacturer such as Tektronix should
have wider access to the world markets.

I hope this Information will be helpful to you. If the Department can be of
further assistance please do not hesitate to write.

Sincerely yours,
BROOKs HAYS,

Assistant Secretary.
(For the Secretary of State).

Senator KERR. That concludes the list of witnesses scheduled for
today. The committee will recess until 9:30 Monday.

(By direction of the chairman, the following is made a part of
the record:)
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Statement of
CeMRC AD IffWqY .SS CLlTOw CV 1EV YOBX, in.

Concerning
The Revenue Act of 1962 M3. . 1065O

Submitted by Ralph C. Oroass Executive Vice President
99 Cmrch Ste$ Now York 7# N.Y.

Prepared for presentation to
The Comittee on Finance

of the
United States Senate

April 17, 1962

Commerce and Industry Association to the largest service chamber of comrce

in the last. Its more than 3500 members collectively embrace almost every kind,

size and level of business endeavor. The loV York Times has referred to the Associa.

tion editorially as 'The Voice of New York Business." As such we speak.not only for

the major corporations doing business in Rev York State but also for the 75% of our

members employing twenty or fewer persons.

Introduction

We have reviewed some thirteen sections of H.E. 10650 as passed by the House

of Representatives. In them, the goals sought to be achieved are apparent: (1) en-

couragement of investment in new equipant (2) elimination of areas charged with

providing opportunities for abuse, for unfair tax avoidance and for outriSt tax

eosions and (3) reversal of national policy on Investment of United States capital

in foreign countries.

We are in accord with the first two of these aims, but even if we were in

complete agreemnt, ve do not believe that the bill provides desirable methods for

their accomplishmnt. The weaknesses and fallacies of the bill sections reviewed

are particularised below. Considered generally, however, they vauld m=ke drastic

changes which would raise taxs in some respects, Increase administrative bumn,

bar or inhibit normal business practices under threat of unusual tax conceqmeAces,

or necessitate the further substitution of tax consiermtions for business ,udgimnt.

Under these circumstances we urge that mless there. are substentis2. excision

wad revision the bill should be defeated.
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Investment Credit [Section 21

Outline: A credit of 7% (3% for utilities) of investment in qualified
property placed in service during the taxable year would be allowed on
the first $25,000 of net tax (after other credits) and 25% of the balance.
Qualified property would include depreciable personal property and other
tangible property (buildings excepted) used in manufacture, production,
extraction and for furnishing transportation, communications or other
utility services. The property would have to have a useful life of at
least eight years to obtain a full credit. Property with as little as
a four-year useful life would qualify for a fractional credit.

Limitations would be provided in the case of husband and wife and affili-
ated groups of corporations. Property used for lodging purposes other
than for hotels and motels would not qualify. If qualified property for
which a credit is taken is disposed of before the end of its qualifying
useful life a tax equal to the unearned credit would accrue.

The credit for investment in depreciable property, designed to encourage the

expansion and replacement of the American industrial plant, is not the beat means

for obtaining the desired result. In many instances, taxpayers would adopt uneco-

nomic expansion programs in violation of good business judgment in order to take

advantage of the credit provision. Over-extension in this direction could lead to

business failures, particularly in the case of small business. Additionally, its

cost measured both in terms of revenue dollars and in terms of other measures, with

which it is coupled and which would produce presumed revenue gains, is excessive.

Enactment of this provision would be a bonanza for those businesses which

would embark on plant expansion programs whether or no-. a tax credit could be

gained. Nor should it be otherwise, for equality of treatment should prevail. How-

ever, comparison of such a business with one whose expansion is only credit-inspired

points up the error of this legislation. Five years from now, where will A corpora-

tion be at the conclusion of its tax reduction-motivated expansion program in rela-

tion to B corporation whose expansion was based on considered evaluation of the

market and the demand for production

The credit provision is intended as a part of permanent law, but nothing

would prevent repeal if the Congress be so advised. This real threat is proved by

provisions of the bill which would change long-standing law concerning income

derived from foreign sources, No reasonable escape would be provided for the tax-
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payer who in good faith invested in a foreign country under the encouragement of

favorable tax law. What would happen then, upon repeal of the credit, to the tax-

payer with an incomplete but possibly over-ambitious expansion program? And would

the revenue-producing provisions of H.H. 10650 be repealed at the same time?

Instead of a tax credit, we reomend adoption of statutory liberalized

depreciation as a means to encourage expansion of the American industrial plant.

One method for accomplishing this alternative is to provide a flexible bracket

system of useful lives for broad classes of depreciable property. Under the bracket

system, the taxpayer could elect any useful life within the bracket provided. A

shorter period also could be used, but the taxpayer would be required to sustain the

propriety of the lifetime selected. The election (within the bracket) once made

would be binding on the taxpayer and could not be upset on audit. With regard to

salvage the taxpayer would be permitted to elect any amount or none if he be so

advised.

Adoption of depreciation reform would be a realistic force for expansion

based on business judgment rather than tax-compulsion. By permitting the taxpayer

to obtain full tax recovery of his investment in equipment closer to the time of

the investment, the obsolescence factor would be given appropriate weight. Moreover,

the effect of inflationary forces would be less during the shorter periods involved.

Gain on Disposition of Tangible Property [Section 1 1

Outline; To the extent of depreciation deducted for taxable years begin-
ning after December 31, 1961, gain on disposition of tangible property
other than livestock or a building would not be treated as capital gain.
The deduction for charitable contribution of such property would be re-
duced by such depreciation. Salvage value could be adjusted by the tax-
payer by not more than 10% of basis.

This proposal is approved on condition that liberal depreciation reform is

enacted and provided that safeguards are incorporated to prevent bunching of income

or taxation of recovered depreciation resulting from price level rises. Its adoption

would eliminate any undue advantage a taxpayer could obtain by using accelerated

depreciation and later disposing of the property at a price in excess of basis.



Disallowance of Entertainment Expenses [Section 41

Outline: To be deductible, entertainment expense would be required to
be directly related to the active conduct of business. The cost of
maintaining a facility for entertainment purposes (including social
club memberships) would have to be primarily for business use. Excep-
tions to these requirements would be provided for business meals, re-
imbursed expenses, expenses treated as wages, food for employees and
meetings of employees, stockholders and business leagues.

Gifts would not be deductible in excess of $25 per person per annum.
Travel expense, entertainment expense and gifts would be required
to be substantiated by record and expenses while in travel status
would be limited to "reasonable allowance" instead of "entire amount"
as presently provided.

While recognizing that certain abuses in travel and entertainment expense

would be reduced or eliminated by the bill, which also would provide greater

uniformity of treatment, Commerce and Industry Association opposes the proposal.

Expanded audit procedures based on new reporting requirements contained in the

1960 and 1961 returns will prove that changes of statutory law are not necessary.

Furthermore, many of the restrictions are arbitrary and unrelated to business needs.

They are aimed at a minor segment of the conunity, but will inconvenience and

restrict many.

The proposal would create unwarranted difficulties for taxpayers. For

example, it might be extremely difficult for them to prove their entertainment

expenses to have been directly related to active conduct of business. Also the

reasonableness rule for subsistence while in travel status could give Aise to the

establishment of arbitrary limitations. On the other hand, it is doubtful that the

adoption of the proposal would in fact have any substantial deteruit effect upon

taxpayers who are abusing the present rules.

In disapproving the proposal we reaffirm the principle that a proper expense

should be deducted in full and an improper one not at all.

Tax Withholding on Dividends and Interest [Section 191

Outline: Withholding of income tax at a rate of 20% would be required
with respect to dividends, investment-type interest and patronage re-
funds paid. The bill provides for exemption certificates, quarterly
refunds, and offsets and credits.
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While the proposal would reduce tax evasion throu& failure to report divide

and interest, it vOulA impose high administrative costs on both the government

quarterlyy refund laims) And withholding agents (exemption certificates). Mean-

while, it would impose an unnecessary penalty on those taxpayers who properly report

such income and would introduce a confusing complication in the preparation of

millions of individual Income tax returns.

The bill would exempt stock dividends from Its reouirements but make no pro-

visions for dividends in stock of another corporation or other dividends in kind.

In this respect the bill is defective, for it would make it virtually Impossible

for a corporation to pay such a divided.

The government has adopted a taxpayer numbering system to be applied to infor-

mation returns. These returns, processed through the government's electronic data

processing machines, could eliminate tax evasion in this area. Furnishing of a copy

of the information report to the taxpayer as a reminder would reduce the importance

of such Income as an audit problem. We concur in the desire to eliminate tax evasion

in the dividend-interest area, but we do not agree that the government's problem

should be shifted to taxpayers in this manner. The roposal is opposed.

Deduction of !obbying Expenses [Section 31

Outlined Ordinary ad necessary expenses in direct coanetion with
appearances, statements and communications to legislatures with respect
to legislation or proposed legislation of direct interest to the tax-
payer would be deductible whether incurred directly or through payment
ct dues to an association. Expenses related to political empeigns or
to attepts to influence the general public, or 'seentJ thereof, would
not be deductible.

The bill does not go far enough to be considered even a itep in the right

direction. The limitations to expenses in connection with legislation of direct

interest to the taxpayer and barring deduction of expenses rel,tad to attempts to

Influence the general public would restrict severely the acti-rities of businesmn

in regard to legislation which may affect their businesses.

In explaining the reasons for the proposal the Vays and Means Coittee's

report says, "It also is desirable that taxpayers who have Information bearing on
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the Impact of present laws, or proposed legislation, on their trades or buoinessee

not be discourged in making this Information available to the Moems of Congrss

or legislators at other levels of government." The requirement of direct Interest

and the exclusion of expenses related to attempts to influence the general public

both would limit the achievemsnt of this goal. Obviously, the businessman who is

well-informed on the effect of a legislative proposal night be reluctant to present

his opinion to a legislator or legislature If he feels the measure might be held

not to be of direct in to hin. Further , efforts by business to influence

the general pub concerning legislation would produce the benefit of legislators

information ch night not be forth ncases where th neral public is other-

wise uninf rh . r l t

thoIde bip an am which would per-

nit d tion of alrraio buying so tbet 4 sfr and necessary."

A along this line would urs busier notc only To express I a opinions on

legis tion but laorbl on on matter on ch it may be

held t to have e t e arorisit a Uo not plane stamp of

appro on abusi sraot o o

line: Bales and purqmvi-ithin a related up ina a foreign
0 anzaton oul b ~ocaed'by t" facr formula property,

coul. establish a &ams-l gth pko4. Alternati allocation

This prop* i4 intended to provide a method for Joteting a share of the

income of a foreign cc 4*on In a related ye axa as doetic income

in cases whore the domestic tpayer linits its profits by alwpiet

a related foreign corporation. Existing law permits the transfer and revision of

income of related corporations in appropriate cases. The new section would provide

guide lines for allocation. However, problems of interpretation would not be

eliminated instead new problww would arise.

Because existing provisions of the lowi 18ecticn 1I821 are adequate to prevent
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the avoidance of tax by transfer of income to a related foreign corporation and

because the proposed change would cause more difficulty than it would eliminate, the

proposal is disapproved.

Foreign Income of Nonresident Citizens [Section 12]

Outline: Income earned abroad by a U.S. citizen who is a bona fide
resident of a foreign country would be excludable to the extent of

0,000 during the first three years of such foreign residence and
5,000 thereafter. This would replace the present unlimited ex-

clusion.

Employee pensions or annuities provided by an employer for those
employed abroad would be taxable on retirement except with respect
to contributions by the employer made on or prior to December 31,
1962 or applicable to service on or before such date.

Existing law permits a United States citizen residing in a foreign
country to exclude all of his income earned from foreign sources.
An individual who does not establish a foreign residence but remains
abroad for a period of 17out of 18 consecutive months may exclude
from gross income up to L0,000 each year of his income earned in
foreign countries. No change would be made in the latter rule.

The proposed change with respect to citizens residing abroad would be con-

trary to national interest because it would discourage qualified American citizens

from taking employment in foreign countries. Because such an individual in a

foreign country forfeits to a considerable extent the benefits and protections

afforded in the United States it is reasonable to grant reduced tax. Accordingly,

the proposal is disapproved.

Assumed Distributions from Controlled Foreign Corporations [Section 131

Outline: Where more than 50% of the voting stock of a foreign corporation
is owned directly or indirectly by United States individuals or corpora-
tions, each United States owner of 10% or more of the stock would be taxed
on his proportionate share of certain classes of the corporation's income
whether or not distributed. Foreign tax credits would be allowed to
corporate shareholders as if the earnings had been distributed.

A proposal to tax earnings of foreign corporations as if distributed to their

American shareholders is directly in line with an apparent change in government

policy concerning the taxation of foreign income. In general, this Oroposal and

others included in the bill would impose a tax on income from foreign operations of

foreign corporations whether or not it is distributed to domestic taxpayers and
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whether or not it will ever be received by domestic taxpayers.

In addition to the extensive complications and administrative burden that

would be involved in proposals such as this one, the change would require that tax

considerations be substituted for business Judgment with regard to the operations

and income of controlled foreign corporations.

This proposal would be an improper burden on business and a breach of faith

in respect to existing provisions which ere meant to encourage foreign operations

and employment. Accordingly, it is disapproved.

Sales of Controlled Foreign Corporation Stock [Section 161

Outline: Gain on the sale of stock in a controlled foreign corporation
by an owner of 10% or more 'of the voting power would be treated as gain
from sale of a non-capital asset to the extent of the corporation's
earnings accumulated during taxpayer's holding period.

In the case of a redemption or a complete or partial liquidation$ the
gain to the extent of the proportionate share of accumulated earnings
of a foreign corporation would be included in such a stockholder's
gross income as a dividend. In this situation, the amount treated as
a dividend is not limited to earnings accumulated while the taxpayer
held the stock.

The eagerness of the government to obtain taxes on income of foreign corpora-

tions, underlined by several sections of the bill, emerges in this proposal in its

most distorted form. Adoption of Section 16 would apply rules to sales of stock

in controlled foreign corporations and receipts from their redemption or liquida-

tion which are not applicable in the case of controlled domestic corporations.

The general overreaching in the bill is best exemplified in this section which seeks

to pick up tax retroactively on accumulated earnings of controlled foreign corpora-

tions from which existing law would exact a much lower tax. Section 16 is disapproved

Information Concerning Controlled Foreign Corporations [Section 201

Outline: Information now required to be furnished by corporations with
respect to controlled foreign corporations would be required to be furn-
ished by an individual stockholder owning directly or through attribution
more than 50% of the voting power or value of all classes of stock in a
corporation. The reporting requirements for corporations would also be
extended to any number of tiers of foreign subsidiaries and tightened
in other respects.

The present requirements with respect to information returns to be filed re-
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gardinS foreign corporations are extremely burdensomep expensive to enforce and in

relation to the demands placed upon the taxpayer, of negligible value to the govern.

ment. The tightening of the provisions of existing law and the extension to individ.

ual taxpayers would compound existing administrative burden) the value of which has

not been proved.

n the absence of demonstrable utility of information reports now required

and for which the first filing is required in 19Q, no extension should be made.

The proposal is disapproved.

Estate Ta* Treatment of Real Property Outside the United States [Section 18)

Outline: Real property situated outside the United States would be
ineludible in the gross estate of a resident decedent who dies after
the enatment date ox'.ept in the case of death before July 1, 194
with respect to property acquired before February 1, 1962. Such pro-
perty would not be inoludible in the estate of a decedent dying before
July 1, 1964 who acquired the property by gift, devise, inheritance or
form of ownership after January 31, 1962 if the donor or prior decedent
acquired his interest prior to February 1, 1962.

Existing law is discriminatory in providing an exclusion from pose estate

of real property situated outside the United States. The discrimination applies

both in respect to intangible investments in foreign countries and real property

located within the United States.

No reason exists for continuing the discrimination nor for providing a means

for United States residents to place funds beyond the purview of United States

estate tax. sting provisions of the Internal Revenue Codep by providing for

credit for foreign inheritance taxes paid, permit the adoption of this proposal

without posing an inequity on the estate of a United States citizen owning real

property in a foreign country. Section 18 is approved.

Tax Treaties [Section 21]

Outlines Tax treaty provisions vould be set aside if they are in
conflict with the revenue act.

The making of treaties between the United States and foreign countries Is

the responsibility of the President of the United States and .the United States

Senate. Accordingly, we disapprove the proposal and recommend instead that con-

filets with treaties to the extend that they my arise under the bill should be
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adjusted by taking appropriate ation in the s maner In which the traatY im*

negotiated and confirmed.

Tax Treatment of Cooperatives and Patrons [Section 171

Outline: Tax on the income of cooperatives engaged in business vould
be assured under the proposed change. E sting law, adopted in 1951,
was intended to subject such earnings of cooperatives to tax, either
to the cooperatives or to the patrons. The proposed change would
correct the existing exemption accorded non-cash allocations of patron-
age dividends held non-taxable by court decisions.

To the extent that cooperatives are engaged in business pursuits in copeti-

tion with private business, which is: subj*eot to all" the taxes imposed by the United

States government, the cooperatives should obtain no unfair copetitive advantage

by exception from tax. Thl proposal vith respect to the taxation of cooperatives

Is approved.
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STATEMENT OF E. MARSHALL NUCKOLS, JR., VICE
PRESIDENT, ADMINISTRATIVE SERVICES, CAMPBELL
SOUP COMPANY, CAMDEN 1, N. J., TO THE SENATE
FINANCE COMMITTEE CONCERNING PROPOSED
AMENDMENTS TO SECTION 13 OF THE REVENUE
BILL OF 1961 (H.R. 10650) TO RECOGNIZE NET
OPERATING LOSSES

Under Section 172 of the Internal Revenue Code,
losses from the operation of a business can be carried back
to the three years immediately preceding the loss year and
if not used to offset income In those years can be carried
forward for as many as five years succeeding the loss year.
Section 13 of the Revenue Bill of 1962 (H. R. 10650) in its
present form would have the inequitable and probably unin-
tended effect of denying recognition to unrecouped net oper-
ating losses by foreign'subsidiaries in two important types
of situations.

The amendments which we are proposing to over-
come this effect are technical in nature and do not involve
any issues of tax policy or philosophy. They are based on
the simple grounds that the long standing and uncontroversial
provisions of Section 172 recognizing net operating losses
should be consistently applied to avoid discriminations
based on the time when a loss occurs or whether it is suf-
fered by a domestic or a foreign corporation.

I.

Section 13 of the Bill requires a U. S. corporation
with a foreign subsidiary to include in its gross income the
subsidiary's "increase in earnings invested in non-qualified
property" for the taxable year. In general, non-qualified
property means property neither required in the taxpayer's
trade or business nor invested in a less developed country.
The amount of such earnings is limited to tho'se which accu-
mulate on and after the effective date of the proposed legis-
lation, January 1, 1963.

Since only profits and losses after December 31,
1962, are used to determine "earnings", the effect of these
provisions if enacted without change will be to deny recog-
nition to net operating losses incurred before the effective
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date. Thus, if a foreign subsidiary lost $1,000,000 in 1962
and made $1,000,000 in 1963, the U. S. corporation would
have to pay a tax on the $1,000,000 of 1963 earnings even
though there actually was no money that could ever be made
available to it or its stockholders. However, if this sequence
of events were moved either backward or forward one year --
I. e., if the loss was in 1961 and the recoupment in 1962, or
if the loss is in 1963 and the recoupment in 1964 -- no taxable
income would be recognized.

This capricious effect of the Bill will result in many
inequitable discriminations. For example:

(a) It will penalize newer foreign subsidiaries
which have not yet achieved profitable
operations and-had an opportunity to recoup
their starting up losses as compared with
established foreign subsidiary companies
which have already recouped their starting
up losses.

(b) It will penalize foreign subsidiaries of U. S.
companies as compared with their foreign
competitors in countries where loss carry-
overs are allowed.

(c) It will penalize foreign source income as
compared with U. S. source income.

The avowed purpose of this part of the Revenue Bill
is to reach unrepatriated foreign earnings. A foreign corpora-
tion can hardly be said to have such earnings until its losses
have been recouped.

II.

Section 13 of the Bill also requires a U. S. corpora-
tion with a foreign subsidiary to include in its gross income the
subsidiary's "subpart F income" for the taxable year. Subpart
F income includes, among other things, the subsidiary's "net
foreign base coffipany income" which in turn includes "foreign
base company sales income". This means income from the pur-
chase and sale of property where no appreciable value is added
to the product by the sellinfj corporation.
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While the Bill provides that foreign base company
income "shall be reduced so as to take into account deduc-
tions (including taxes) properly allocable to such income",
it is not clqar that the net operating loss deduction is to be
allowed.

The problem can be illustrated by assuming that a
U. S. company has a Swiss sales subsidiary with a Belgian
manufacturing subsidiary, and that under agreements with
Belgian tax officials a percentage of the ultimate sales price
is recognized as a selling commission to tPe Swiss company.
The Swiss tax on the commissions is less than the Belgian
tax rate. The purpose of the Bill is to impose a U. S. tax
on what had'been the saving of Belgian taxes by use of a
Swiss sales company. However, the-Swiss company may
have incurred or may'incur losses which it should be permitted
to recoup as a deduction. In this situation there is the pos-
sibility that, -nless the Bill is clarified, net operating losses
both before and after the effective date might be denied recog-
nition.

If the U. S. company were carrying on through a
branch the operations performed by the Swiss company, it
would clearly be entitled to the net operating loss deduction
for losses from its Swiss operations. It seems difficult to
Justify a dilerent result because the losses are suffered by
a foreign subsidiary.

To correct the two problems outlined above, it is
respectfully urged that H. R. 10650 should be amended as
follows:

I.

In proposed Section 953(a)(1), page 116, strike
lines 24 and 25, and page 117, strike lines 1 and 2, and
substitute therefor:

"does not exceed the lesser of (A) the sum
of the earnings and profits for the taxable
year plus the earnings and profits accumulated ,-
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for prior taxable years beginning after
December 31, 1962, or (B) the earnings
and profits at the close of the taxable
year."

II.

In proposed Section 952(e)(7), page 115, line 13,
after the word "taxes" and within the parentheses, insert:

"and the net operating loss deduction"

Respectfully submitted,

CAMPBELL SOUP COMPANY
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Statement
on behalf of the

Standard Oi Company (New Jersey)
on

H.R. 10650, the Revenue Act of 1962

,ubvdtted by Rilio 0. Colladop Direotor
30 Rockefeller Plaza, New York 20, N.Y.

It is the judgment of the Standard Oil Company (New Jersey) that
Section 13, Controlled Foreign Corporations, of the proposed Revenue Act
of 1962 as it was adopted by the House of Representatives would prove
harmful to the economic future of the United States and detrimental in
particular to the legitimate interests of the approximately three-
quarters of a million shareholders in the Standard Oil Company. The
damage would be increased if the Senate were to adopt the proposal of
the Secretary of the Treasury to impose on U. S. companies and individuals
additional taxation measured by the undistributed earnings of foreign
corporations in which they have invested.

These proposals would tend to weaken the dollar, make the main-
tenance of high employment levels in the U. S. more difficult, result
in less productive allocation of U. S. resources, deliver economic oppor-
tunities abroad to foreign competitors, and conflict with traditional
American support for increased trade and economic cooperation among the
nations of the Free World.

Weakening the Dollar

The proposals would tend to weaken the dollar by deterring U, S.
private investors from earning prompt and substantial contributions to
our balance of payments strength over the difficult years to come through
investments in the most rapidly growing economic areas abroad. In testi4
mony before the Senate Finance Committee on April 2nd the Secretary of
tho Treasury contended that "the immediate balance of payments drain of
new investment in the industrialized countries is not made up for at
least 10 to 15 years." Yet his own figures when properly analyzed sug-
gest that the average dollar invested abroad in the developed countries
repays its balance of payments cost in two to five years and then contin-
ues to add strength to our balance of payments position for many years to
come. As explained in Attachment I this conclusion is supported by evi-
dence of various types, including the fact that for any representative
period during the last decade the reported outflow of U. S. funds for
investment in manufacturing subsidiaries in the developed areas has been
exceeded by the inflow of dividends and interest from those subsidiaries.
We know, moreover, that the activities abroad of the Standard Oil Company
have in recent years contributed about $300 million annually in net inflow
to the U. S. balance of payments, and the figure has been growing.
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Reducing U. S. Employment

To the extent the new tax proposals would weaken the U. S. pay-
ments position, they would also increase the likelihood of situations
in which the Government would be constrained to limit expansionist,
job-creating policies for fear of their effect on a weak balance of pay-
ments position. It should be realized that a substantial part of the
contribution of private investment abroad to our balance of payments is
made through the encouragement of the export of items produced in the
U. S. In his recent testimony the Secretary of the Treasury suggested,
by the particularly selective use of statistics discussed in Attachment
I, that private investment generates as much in imports as in exports.
This testimony appears to be at variance with the recent remarks of the
Secretary of Commerce that 1U. S. investmept abroad is important to our
export expansion program." The Treasury testimony is not easy to square
with the 1961 special Department of Connerce study indicating that in
1959 and 1960 total exports to, or developed by, subsidiaries of U. S.
manufacturing concerns in Western Europe and Canada were more than 3-1/2
times imports from subsidiaries in those countries. Within the Standard
Oil Company it is also clear that foreign investment has had a more sub-
stantial effect in making exports possible than in encouraging imports.

Preventing More Productive Investment

The proposed tax changes would increase the effective burden of
U. S. taxation on the income from foreign operations in the developed
countries by imposing that taxation earlier, that is, before that income
has been received by a U. S. investor. No comparable change is being
proposed to tax U. S. corporations and individuals on the undistributed
earnings of domestic toiporations in which they have invested. The pro-
posed change would tend to deter foreign investment. Theoretically, an
investment deterred could be one which would otherwise have been favored
over an alternative domestic investment only because a low foreign income
tax rate permitted temporary reinvestment of funds destined eventually to
be paid in U. S. tax. We have not encountered such a case in our own expae
rience. We have observed, however, that the effective burden of total taxa-
tion on income from the average investment project abroad appears to be higher
than the burden on a comparable domestic project when account is taken of both
U. S. and foreign taxes and in particular of the non-creditable indirect
taxes upon which most foreign jurisdictions place greater reliance than
does the U. S. In these circumstances, as illustrated in Attachment II,
increasing the burden of U. S. taxation can only place an additional
barrier in the way of American investors placing their funds in the
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economically most productive uses. The Secretary of the Treasury has
contended that the present tax system provides an "artificial tax induce-
menV" to investment abroad. Our observation is just the opposite, that,
quite apart from the proposed investment credit which will be available
only on domestic investment, the proposed tax changes would make our tax
system even more "un-neutral" against investment abroad.

Delivering Opportunities to Foreign Competitors

We have also observed--as detailed in Attachment II--that none of
the other major developed countries attempts to tax parent companies on
the undistributed earnings of foreign subsidiaries. Enactment of the
Treasury's proposal to impose just such a tax on parent companies organized
in the U. S. would, therefore, handicap U. S. investors in the increasingly
severe competition which they are meeting abroad from the strong interna-
tional companies organized in the other developed countries. Although the
competition in the developing nations is not the primary issue it is worth
noting as an evidence of the strength of foreign competition that a recent
OECD study indicated that the flow of private investment to the developing
nations from the other developed countries now exceeds substantially the
flow from the U. S, The only answer of the Secretary of the Treasury to
this competitive threat has been to point out that some European countries
impose direct controls on foreign investment. We certainly agree with the
Secretary that the introduction of such controls in the U. S. would be most
unwise; yet we must report our observation that European governments even
in times of balance of payments strain have generally authorized legitimate
long-term business investments abroad. The existence of such technical
control would not in our opinion offset the restraints which the new tax
proposals would place on U. S. firms in the competition in the market places
abroad. It should be realized that direct investment abroad cannot be just
turned on and off. Opportunities must be grasped when they occur, and once
a venture io begun it cannot be thereafter ignored in the expectation that
it will, without further investment, continue to earn the same returns year
after year. Competition abroad does not permit such an easy life. Yet the
new tax proposals would not only handicap U. S. firms in meeting direct
competition abroad, there would be created in addition the danger of an
indirect handicap for U. S. firms; in the future U. S. individual investors
might choose to take part in the developing of the more rapidly growing
markets of the world by buying--perhaps on the stock exchanges in New York--
the shares of the more lightly taxed holding companies in Europe rather than
the shares of their American competitor companies. This would not seom a
legitimate objective for U. S. legislation.

Undermining the Traditional U. S. Policy of Economic Cooperation

The objectives of the new tax proposals are not consistent,with either
the spirit or the letter of the Administration's new trade expansion program.
There is no economic logic in arguing that our economy will benefit from the
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international exchange of goods but will be harmed by the international
exchange of ideas, initiative, and resources involved in private invest-
ment across national boundaries. By dividing the world into two parts,
one of which is to have more onerous taxation applied to it, the new
proposals seem to be embarked on a perilous diplomatic course inconsistent
with our efforts to realize the economic potential of the North Atlantic
community and contrary to the traditional U. S. policy of encouraging
economic cooperation on the broadest possible basis among the nations of
the free world. Although some of the proposed tax changes would be applied
directly only to income from developed countries, it seems likely that the
proposed changes will indirectly reduce appreciably the flow of U. S. pri-
vate capital and initiative into development projects in the lesser devel-
oped lands.

Legitimate Legislative ObJectives

These various considerations do not prove that no legislation is
needed. Apparently there have been abuses through the underpricing of
exports of goods and services from the U. S. and through the overpricing
of sales to the U. S. Such practices are already illegal but there should
be no objection to any reasonable additional legislation to assist in the
administration of the law in this regard. This objective can be achieved,
however, without sacrificing the long-standing principle of U. S. law that
income is taxable only when received. The objective can be achieved without
introducing the complex provisions of the present draft bill which will in
many cases introduce serious inequities and base U. S. taxation on arbitrary
distinctions of form rather than of economic substance. Particularly defec-
tive in this respect--as shown in a separate Attachment IV--is the suggested
wording of the Treasury's last minute suggestion of a new provision to
increase the taxation of interest from abroad.

We recommend, therefore, that the Treasury's new proposals be
rejected and that Section 13 of the bill now before the Senate be amended
to a form along the lines of the proposals originally approved by the House
Ways and Means Comittee on February let. A bill so amended would accomplish
the legitimate objective of preventing the avoidance of U. S. tax on income
properly taxable in the U. S. The objective would be achieved without the
damage to our economic future which would follow from the broad and blunt tax
proposals now before the Senate.
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ATTACIMENT I

The Balance of Payments Effect of Private Investment Abroad

In his testimony before the Senate Finance Committee on April 2
the Secretary of the Treasury stated, "In every year since 1953 the
new capital outflow to Canada and Western Europe exceeded the new
increases in inflows associated with the capital outflow in these
years. It is clear that the catching up period will take at least
ten to fifteen years and much longer if capital outflow keeps growing."
From this statement the unwary might have gained the impression that
U. So foreign investment during this period involved an actual balance
of payments drain to manufacturing subsidiaries in Europe and Canada,
the sector toward which the Secretary's remarks were directed, but
this was not in fact the case. Only in the year of the Ford purchase
of the minority holdings in its U. K. subsidiary, 1960, did the outflow
of new funds for investment exceed the inflow of interest and dividend
income. Over the period 1952-1960 the total inflow of interest and
dividends from U. S. investments in manufacturing subsidiaries in Europe
and Canada exceeded by $.8 billion the outflow of new investment into
such subsidiaries during the period. The Secretary was not, however,
denying these figures; in his testimony and in a detailed statistical
attachment he was using the actual investment outflow figures but sub-
stituting calculated figures of his own for the inflows, with the con-
tention that much of the actual inflow resulted from investments of
years prior to 1952.

The Secretary's calculated inflow figures were derived from the
first of two theoretical models contained in the Treasury's analytical
attachment. The first of these models was based on the assumptions that
the average investment earned about 14.7% per year and generated exports
of goods and services of 10.3% per year. Properly analyzed such assump-
tions suggest that the average foreign investment project has a most
beneficial effect on our balance of payments. The average investment
project would'have shown a return on its balance of payments cost of 25%
per annum and an average period of only two and one-half years until the
average dollar invested were effectively returned to the U. $6, with
continuing contributions to our balance of payments thereafter as shown
in the following tabulation:

Year Balance of Payments Effect
0 Investment - $100
1 Earnings / Export Receipts 25
2 " o " 25
3 " " " 25
4 ,, t, t, 25
5 f i t 25
6 I" 25

etc. etc.
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This is the way one would normally look at an investment to deter-
mine its worth. The Secretary's presentation did not follow this proce-
dure, however, but obtained a pessimistic result by cancelling the
inflows from a project initiated in one year by the outflows of unrelated
projects of later years. Clearly, as shown in the following example, if
a rapid enough rate of growth of new investment is assumed the result of
such addition of unrelated projects can be an apparent long continued
outflow in the combined results.

Annual Net
Projects Balance of

Year A B C D E Payments Effect

0 -$100 -$100
1 25 -$110 - 85
2 25 27.5 -$121 - 68
3 25 27.5 30.2 -$133 - 50
4 25 27.5 30.2 33.2 -$146 - 30
etc. etc. etc. etc. etc. etc. etc.

The table above assumed the outflow of new investment to grow at 10% a
year, the rate which the Treasury assumed in the second of the theoretical
models in its attachment. The first model was based on the actual outflow
figures for the period 1952 through 1960.

In both models, however, the Treasury actually assumed a more rapid
rate of growth in the size of foreign investment projects by assuming that
only 45.4% of each year's earnings were remitted and that the remainder
were reinvested along with the new capital outflow. On the combined assump-
tions of 10% annual growth in outflows and 54.6% reinvestment, the resulting
series of projects would be represented by the following table:

Projects Annual
Year A B C D E Net Flow

0 -$100 -$100
1 25 -$1.18 - 93
2 25 29.5 -$138.4 -83.9
3 25 29.5 34.6 -$161.6 -72.5
4 25 29.5 34.6 40.4 -$187.8 -58.3

etc. etc. etc. etc. etc. etc. etc.

It was by tabulations of this sort that the Secretary concluded that
private investment in the developed countries places a ten-to-fifteen-
year drain on the U. S. balance of payments. In the Treasury's second
theoretical model an estimate of the balance of payments effect of the new
tax proposals is made by starting with a model such as that represented in
the table above and arbitrarily assuming a 10% reduction in the rate of
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capital outflow and a reversal in the proportions of earnings remitted
and reinvested. The answer is then determined to the question of how
many years would it be after the tax deterrents were introduced before
the cumulative effect of the changes would add to the net U. S. balance
of payments inflow. The analysis is restricted to that horizontal slice
of years. The effect of the investments after that time period is ignored.
Such reasoning would seem to represent an inadequate evaluation of the
process of investment. It can accurately represent the combined effect
of different projects over a part of their life, but it is partial
analysis which leaves out of account the bulk of the inflows to come from
the investments made in the selected time period. The inflows after the
ten-to-fifteen-year period are ignored, and the effect of the individual
investment is hidden. This approach could be used to argue against any
investment, domestic or foreign, however great the return and however
great the attraction for the U. S. economy. It could, for example, be
used to argue that the U. S. standard of living was harmed by the growth
of the American Telephone and Telegraph Company because over the years
1947 through 1961 that company was able to develop increasing opportuni-
ties for attractive investment at such a rate that over the period the
company drew in funds from shareholders and lenders in amounts exceeding
in every year but one the outpayments of dividends, interest and amortiza-
tion, This would be a peculiar position to be taken by an administration
which professes concern over inadequate investment by Americans and inade-
quate growth in' our national income.

The Treasury's approach to foreign investment analysis seems not
unlike condemning an entire orchard on superficial evidence without exam-
ining the individual trees. When the average individual foreign invest-
ment project or the total of the projects to be initiated in a year are
separately analyzed, the returns revealed are sufficiently high to make
clear that the absence of any Governmental deterrent will permit the pri-
vate investment to generate desired strength for our balance of payments.
*This consideration alone should arouse suspicion of a general approach
which appears to present such pessimistic results. BuE why does the
Treasury's general approach provide such results? Because projects are
judged collectively on the basis of only a portion of their lives. In
the Treasury's ten-to-fifteen-year period the earliest project may include
a substantial portion of its life but necessarily the last project will
include only its outflow and its promised inflows will be totally
disregarded.

The Treasury's statistical presentation was developed, as reported
by the Secretary, in consultation with industry representatives but, as
he did not report, despite their expressed disagreement with the methods
and the conclusions. It is believed that the defect in basic approach
alone invalidates the complex statistical models submitted to the Senate
by the Treasury. It may nonetheless be useful- to mention several other
aspects of the Treasury's economic presentation.
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The Treasury analyses assumed that an investment project oncs made
would continue indefinitely to earn the same return. In today's competi-
tive situation this is a drastically unrealistic assumption. Investments
must be made when the time is ripe or the brief period when profits may
be expected will be gone forever.

With respect to the effect of foreign investment on the exports and
imports of the U. S. the Treasury's reasoning is to some extent based on
the special 1961 study by the Department of Commerce of 155 U. S. manufac-
turing companies with plants and other facilities abroad representing at
least 80% of all U. S. manufacturing investments abroad. That study
showed in 1960 exports and services, patent rights, etc., to Europe and
Canada eqqal to 2.3% of the book value of the manufacturing investment in
subsidiaries in Europe and Canada, and in addition the study showed the
following exports and imports of goods:

Europe Canada
1959 1960 1959 1960

Exports to, or developed by
Manufacturing subsidiaries 195 291 749 746
Trading and other subsidiaries =IA20 5 60

388 712 808 805

Imports other than paper, pulp, and
foodstuffs from subsidiaries 212 96 119 124

It is admitted by all that these numbers are unsatisfactory. They
do not reveal exports to foreign subsidiaries arranged without reference
to parent companies; they do not indicate how uch of these imports and
exports might have taken place in the absence of the foreign subsidiaries.
Yet it would appear that the Treasury followed questionable techniques in
the use of this unsatisfactory data.

In his testimony the Secretary of the Treasury stated that a dollar
invested in Europe today generates a continuing annual flow of about ton
cents worth of U. S. exports and about six cents worth of U. S. imports
from the foreign subsidiaries. He then went on to suggest, with no evi-
dence, that the net export factor of four cents is probably cancelled by
sales made abroad by the foreign subsidiaries in displacement of sales
that would otherwise have been made directly from the U. S. This was
particularly selective use of the available data. The figures shown above
for Canada reveal net exports substantially larger as a percentage of
investment in place than those for Europe. In the bulk of his testimony
the Secretary spoke of Canada and Europe on a combined basis, but when he
came to his separate export exposition he did not combine the Canadian and
European figures but spoke only of the European ones. Within the European
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area he chose to leave out of account that portion of the exports made
through so-called trading subsidiaries abroad, although industry officials
had informed the Treasury that a substantial proportion of the exports
through the trading subsidiaries would not have been achieved without the
investment and activity of the related manufacturing subsidiaries. The
Treasury's attachment acknowledged these omissions, but, without evidence,
assumed they would be cancelled by exports displaced by the foreign activity.

In a footnote the Treasury prenentation also took note of the very
apparent fact that there was a strong favorable trend toward an increase in
the reported exports and a decrease in the reported imports over the two-
year period for Europe. On the Treasury basis, leaving out exports to and
imports from trading subsidiaries and multiplying the residual number by
1.25 to tat:e into account that the figures relate, to an 80% sample, there
was a movement from net imports of $16 million in 1959 to net exports of
$251 million in 1960. For its calculations the Treasury ignored this trend
and averaged two-year figures to get the 4% net export estimate, stating in
a footnote that using just the 1960 figures would not have made much differ-
ence, despite the fact that the figures for 1960 alone would have given a
8.7% net export figure to Europe. In fact, if the 1960 trade figures for
both Europe and Canada had been used, without omitting the trade through
the related trading subsidiaries, then instead of the average net export
figure to the developed areas of 8% used in the Treasury's large statistical
model there would have resulted a 25.1 figure. This figure may possibly
be high in relation to the total of existing investment, although it is
probably closer to the truth than the Treasury's calculatedly low estimate.

It also seems likely that a percentage of total investment is not the
proper percentage to be used in judging the effect on trade of new invest-
ments during the first few years of their life. The exports of recent
years probably were induced in large part by the investments in those years
rather than by the older matured investment in place. This would suggest
that investments in coming years would similarly result in net exports
larger in proportion to the investments than the historic proportion of
net exports to the total stock of investment in place. This tendency is
perhaps best illustrated by the fact that an appreciable portion of invest-
ment literally takes the form of exports; yet the Treasury assumes invest-
ment generates no exports at all until the year after the investment.

The importance of the net export calculation is its effect on the
size and promptness of the beneficial influence of foreign investment on
our balance of payments. Even on the Treasury's restrictive assumptions,
it is clear that the average investment project which might be deterred
would have a beneficial effect on our balance of payments. Such strength-
ening of our balance of payments would also have a beneficial effect on
employment opportunities in the U. S. by decreasing the likelihood of
situations arising in which the Government would feel obligated to limit
expansionist, Job-creating policies for fear of their effect on the balance
of payments. The Treasury has, however, sought to contrast the assumed
10-cent export and employment effect of a dollar invested in Europe.with an
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estimated 40 cents worth of continuing production arising from A dollar
invested at home. Apart from any doubts about the accuracy of these
percentages, this would seem to be an economically unsophisticated and
partial approach. It saees to assume that the U. S. must rely on external
factors to generate sufficient demand to provide employment in the U. S.
Yet we know in practice that the U. 86 has no difficulty in producing any
desired increase in eit*.tive domestic demand; the problem is normally the
reverse, that of insuring that inflation is not caused by too rapid growth
in monetary demand.

Another questionable assumption in the Treasury's model is that for
at least the next fifteen years the capital outflow to manufacturing sub-
sidiaries in the developed countries will grow at a rate of 10% per annum.
This growth in the new injection of funds implies an even greater growth
both in the book value and total capital expenditure of the U. S.-owned
manufacturing subsidiaries. By historical standards, such a growth rate
seems most unlikely to be maintainable. Even in the favorable circumstances
of the last decade the real rate of growth in capital expenditure in Western
Europe has been only about 6-1/2%. To study the effect of the lowering of
that rate, calculations have been prepared on the assumption that in a
chosen year the rate of growth in book value falls to 9%. The result is
striking. Capital outflow, instead of continuing at a 10% per annum increase,
falls sharply and immediately and disappears completely within a few years.
Meanwhile, earnings and dividends continue to grow and continue to benefit
the balance of payments.

Another interesting aspect of the Treasury's presentation is its
inconsistency with the approach taken by the Administration on so many
occasions in the past year in urging more onerous taxation on income from
abroad. The approach was to compare investment outflow and inflow of a
particular year. The President stated before the N.A.M. last December, for
example, that for 1960 "we see that the outwatd investment into the devel-
oped countries, such as Western Europe, was $ ,500,000,000, and the return
was only $1,000,000,000." These figures were based on misleading use of the
flows related to extractive investment, which if properly treated would bave
reversed the President's conclusions, Yet the basic defect was that which
apparently the Treasury has now to some extent come to realize, that is,
trying to add apples and oranges, trying to relate unrelated items, new
investments today and inflows from investments of previous years. It is
to be hoped that the Treasury will soon come to reaiizd that it is also
improper to lump together new investments today and inflows from past invest-
ments for comparison vith the ihvestments made in the past periods.

The proper approach is to relate an investment outflow to aJi the
inflows related to that outflow. It may still constitute a useful reminder
of the tendency of such analysis to note that in any representative period
in recent years, whether the analysis is solely in terms of manufacturing
subsidiaries in Europe and Canada or in terms of the total of direct invest-
ment in all areas, the annual inflows have substantially exceeded the outflows.
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And it may be worth noting that the trend is strongly favorable. The
statistics for investment outflow and income from investment by industry
sectors have not yet been published for 1961. Yet the published figures
for all industries show a favorable moveent of $648 million between
1960 and 1961 in the balance of investment outflow and income iiiflow for
Canada end Western Europe. When 1959 and 1961 are compared, to avoid
the impact of the 1960 Ford transaction, there is still revealed an
improvement of $88 million in the net balance These numbers are, how-
ever, strictly speaking, only confirmatory to the conclusion reached by
analysis of the effect of specific investments. That conclusion is
strongly to the effect that foreign i nvestment, if not deterred, can
continue to be a source of strength to the U. S. balance of payments.

In failing to reach this conclusion, the Treasury neglected to
study the average individual investment project over Its full life,
assumed an improbably high rato of growth for future investment, and
left out of account important export-inducing aspects of private invest-
ment abroad.
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Attachment, 11

"Neutrality" Analysis

The following example has been prepared in an effort to explore
vigorously the meaLng of the Treasury's contention that the U.S. tax system
departs from "neutrality" and "aubsidizes" foreign investment because the
U.S. does not impose taxation currently on the undistributed profits of
,U.S.-owned subsidiaries incorporated abroad,

Suppose an Ameriean corporation were considering investment in a
new subsidiary to build a widget plut in one of three countries with the
following tax rates:

Income Tax Indirect Tax Rate,
Rate on Widte

liThe U.S." 52% 6.1%ee ...

Country I 25. 8-1/4%
Country C 20-22% 10.53%

The assumption of greater reliance on indirect taxes in the foreign countries
is representative of the typical situation. Study of 1960 figures on total
tax revenue at national, state# and local levels reveal that in that year
incose taxes comprised the following percentages of total direct and indirect
tax revenues: U.S. - 581, France - 311, Germany - 33.51, Italy - 301,
Netherlands - 541, and Belgium - 39n.

Suppose further that, again typically, Countries W and C pose an
effective total burden of tax somewhat less than that of the U.S. but that
B and C are identical countries in terms of total tax revenue, national budget,
national income, etc., and differ only in their emphasis on different methods
of tax collection. (The income tax assumed in Country C Is a variable figure
to make the total tax burden, i.e. excise and income tels the same in
Country C as in Country 3 for ease of comparison.) Assme that in Countries 3
and C widgets are an averagee" product whose sales are neither more nor los
under one type of tax regime than under another when the price to the consumer
is the same in each country. Aumne international transport costs make possible
some variation of before-excise-tax prices in different countries and that It
just by chance happens that it is estimated that the output of one additional
plant could be sold in the US. and in each of the two foreign countries at the
same price to the consumer, that is $1,05 a vidget.

If in these circumstances the optim sized widget plant were, again
for ease of comparison. assumed to be short-lived and were to involve:

YASh0 4. 2. 3_ .k. ..
Capital Expand-

itures $1020 $1020 #1020
Out of Pocket Opet-

atias Costs - SO 225 #300 #300 150
Production of widget$ - 1000 1500 2000 2000 1000
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then the following might be the financial results of investment, assuming
U.S6 tax law to have been revised to require calculation of foreign tax
credit on the "gross-up" basis but to continue as nov to impose taxation on
income from foreign subsidiaries only when the income is received.

Plant in the U.S.

Retail Sales Receipts
Less: Excise Taxes (6.1.)

Depreciation
Cash Costs

Net Profit before Income Taxes
U.S. Income Taxes (52t)
Net Income after Income Taxes

1

60
340
150
5oo
260
240

2*m01575

90
680
225
580
301.60
278.40

Years
3

120
1020
300
660
343.20
316.80

4

120
680
300
1000
520
480

5
$1050

60
340
150
500
260
240

Discounted Cash flow Rate of Return a 23.32%

Plant in Country B"

Retail Sales.Receipta
Less: Excise Taxes (801/4)

Depreciation
Cash Costs

Net Profit before Income Taxes
Local Income Taxes (25.)
Net Income after Local Income

Taxes
Dividends
Earnings Subject to U.S. Income

- Taxes
Tentative U.S. Income Tax (527)
Foreign Tax Credit
Actual U.S. Income Tax
Net Income after All Taxes

Years
1 2 3 4 5

$M5o $575 $i-oo $M"00 01"050
80 120 160 160 8o

340 680 1020 680 340
150 225 300 300 150
480 550 620 960 480
120 137.50 155 240 120

360 412.50 465 720 360
0 0 1237.50 720 360

0 - 0 1650 960 ,480
0 0 858 499.20 249.60
0 - - 0 412.50 240.00 120.00
0 0 445.50 259.20 129.60

360 412.50 19.50 460.80! 230.40

Discounted Cash Flow Rate of Return i 23.75%
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Plant in Country C
Years

1 2 - 4 5
Retail Sales Receipts M0so $1575 20 $2T'o $1050

Less: Excise Taxes (10.53%) 100 150 200 200 100
Depreciation 340 680 1020 680 340
Cash'Costs 150 225 300 300 150

Net Profit before Income Taxes 460 520 580 920 460
'Local Income Taxes (20-22%) 100 107.50 115 200 100
Net Profit after Local Income

Taxes 360 412.50 465 720 360
Dividends 0 0 1237.50 720 360
Earnings Subject to U.S. Income

Taxes 0 0 1560.00 920 460
Tentative U.S. Income Tax (52%) 0 0 811.20 478.40 239.20
Foreign Tax Credit 0 0 322.50 200.00 100.00
Actual U.S. Income Tax 0 0 488.70 278.40 139.20
Net Income after All Taxes 360' 412.50 (23.70) 441.60 220.80

Discounted Cash Flow Rate of Return , 22.78%

The examples assumed that to the extent possible the required second
and third year investments in the foreign plants were financed by retained
earnings of the foreign subsidiaries. On this basis the results show a plant
in Country B to be a more attractive investment than the plant in the U.S. and
the plant in Country C to be a less attractive investment than the plant in
the U.S. In view of the fact that the Investment and the price to consumers
are assumed the same in the analysis for each country, it would seem reasonable
to conclude that the combined working of the tax systems is "unneutral" toward
favoring investment abroad when the U.S. and Country B are compared but
"unneutral" toward investment in the U.S. when the U.S. and Country C are
compared.

Clearly both types of result are possible. The statistics quoted
above, indicating that income taxes account for a much larger proportion of
tax revenue in the U.s. as compared to Europe, suggest that the Country C
case io normal. Since the Treasury contends that it to desirable to apply
more onerous UsS. taxation on investments in foreign subsidiaries to increase
the neutrality of the U.S. tax system, it would seem incumbent upon the Treasury
to demonstrate that the Country B set of circumstances is more prevalent than
the Country C circumstances. Nothing is proved by the Treasury's oft-repeated
assertion that indirect taxes are passed on to the consumer; of course, they
are, just as income taxes are, In thd sense that the citizens of a country
provide the revenue of their government just as they provide the payment for
imports and the remuneration of capital attracted into their country.

One can wonder, however, whether the citisbns of 3 and C would need
to pay the amount of remneration shown in the examples above. In both cases
the return to an' investor after local taxation was appreciably greater in both
B and C than in the U.S. Presumably there would be a tendency for local investors
and for investors from countries# such as Canada and The Netherlands, which do
not superimpose additional tax oft the foreign taxes paid by their investors, to
move in and by their competition lower the consumer prices earn adequate
returns, and exclude U.8. investors, In this connection i is worth noting
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that the flow of private Investments to the developing nations from other
developed countries already substantially exceeds the flow of such private
investment from the U.S.

The position of the U.S. private investor would, sof courses be
weakened if the Treasury's proposal to tax undistributed foreign subsidiary
income were adopted. In the Country C case the "unneutral" treatment of
the U.S. tax system would be worsened. In the Country B case any advantage
of foreign investment would be reduced or, as in the present example as
illustrated below, would be converted into a disadvantage.

Plant In Country a

Retail Sales Receipts
Less: Excise Taxes (8-1/4)

Depreciation
Cash Costs

Net Profit before Income Taxes
Local Income Taxes (257%)
Net Income after local Income

Taxes
Dividuda
Earnings Subj. to U.S. Income

Taxes
Tentative U.S. lucome Tax
Foreign Tax Credit
Actual U.S. Income Tax
Net lueome after All Taxes

12 4UE!
$T5O $"57 5 TOW 2100 $1650o

80 120 160 160 80,
340 680 1020 680 340
150 225 300 300 150
480 550 620 960 480
120 137.50 155 240 120

360 412.50 465 720 360
0 0 1237.50 720 360

480 550 620 960 480
249.60 286 322.40 499.20 249.60
120 137.50 155 240 120
129.60 148.50 167.40 259.20 129.60
230.40 264 297.60 460.80 230.40

Discounted Cash Flow Rate of Return a 22.31

ip4ft in (Uuntry C

Retail Sales receipts
Les: Excie Taxes (10.537.)

Depsfeatlon
cash costs

Net Irofit before Income Taxes
Local Income Taxes (29-22%)
met 1nm stkor local Income

Taxes
Dividends
|amnines Subj. to U.64 Income

Taxes
tentative U.. Income Tax (521)
Foreign Tax Credil
A4ual U.S. 1ncoe Tax
Met Incom after all Taxes

$1050 +75, $2100 $+00 1o50
100 150 200 200 100
340 680 1020 680 340
150 225 300 300 150
460 520 580 920 460
100 107.50 115 200 100

360 412.50 465 720 360
0 0 1237.50, 720 360

460 520 580 920 460
239.20 270.40 301.60 478.40 239.20
100 107.50 115 200 100
139.20 162.90 186.60 278.49 139.20
220.80- 249.60 278.40 441.60 220.80

Discounted Cash Flow Raie of Return a 21.291
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ATTACHMENT _1[

Competitiveness of MAerican Industry Aro gad sdof the U S. Taa System

There seems to be general agreement that American industry must be
competitive. In testimony before the Senate Finance Committee on
H. R. 10650, the Secretary of the Treasury urged enactment of the Administra-
'tion's proposed tax credit for investment in certain depreciable property.
The theme of this testimony was that "American industry must compete in a
world of diminishing trade barriers, in which the advantages of a vast market,
so long enjoyed here in the U. S., are now being or are about to be realized
by many of our foreign competitors." There is not, however, complete agree-
ment on what the V. 8. Government can do to permit American industry to be
competitive. The three pillars of the Administration's program to accomplish
this ar6 (1) the new Trade Bill (H. R. 9900), (2) a tax credit for investment
in certain depreciable property, and (3) more realistic depreciation allow-
ances. Jersey Standard has supported the principles of the Trade Bill. It
does not, however, support H. '. 10650 because that bill's provisions relat-
ing to taxation of foreign income are in direct contradiction to the objectives
of the Trade Bill. It is hoped that depreciation reform promised by the Ad-
ministration will facilitate needed modernization and contribute to the growth
of our productivity and output and thus increase the competitiveness of
American exports in world markets.

The Administration is to be commended for its recognition of the
need to improve our tax system so that our plants at home will be more compe-
titive. However, it is clear to us that if American industry is to be compe-
titive abroad, our U. 8. tax system as it applies to business operations
abroad must be competitive with the tax system of other capital exporting
countries. In support of the investment tax credit, the Administration has
placed great emphasis on the fact that in this respect our tax system would
be made competitive with the tax systems of other nations, particularly those
in Europe. We should be concerned with the competitiveness of our tax system
on operations at'home, but we should be equally concerned with the competitive-
ness of our tax system as it applies to business operations abroad. When
viewed in the light of whether American business operating abroad will be sub-
ject to a competitive tax system, the sections of H. R. 10650 pertaining to
foreign business operations go in precisely the wrong direction, Two sections
of the bill involve basic tax policy changes that will seriously weaken the
foreign competitiveness of our tax system. They are Sections 12, pertaining
to earned income from sources without the U. S., and Section 13, pertaining to
controlled foreign corporations. In an effort to determine how these proposals
compare with the tax systems of other countries two studies have behmade,
the results of which are attached hereto.

The first study, "Taxation Provisions Affecting Individuals in Eco-
nomically Advanced Countries", involves a review of the tax laws of 12 eco-
nomically advanced foreign countries to determine whether any of them would
impose income tax on employment income earned abroad by their citizens who are
bona fide residents of another country. The tax laws of the following coun-
tries are included in this study: Australia, Belgium, Canada, Denmark, France,
Germany, Italy, Japan, Netherlands, Norway, Sweden and the United Kingdom.
This study discloses that Section 12 would impose restrictions on the ability
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of American companies to staff operations abroad with Americans while their
competitors have no such restrictions imposed by their home country.

The second attachment, "Taxation Provisions Affecting Corporarlions
in Economically Advanced Countries", is a study of the taxation provisions
of the same 12 countries to'deteriIne whether they Inpose income tax on
parent companies on the undistributed earnings of foreign subsidiaries owned
by such companies. This study shows that the type of taxation proposed by
Section 13 is without precedent in any of these countries and would make our
tax system noncompetitive.

In testimony before the Senate Finance Committee on this bill the
Secretary of the Treasury has recontended changes In both Sectior 12 and 13
which would make our tax system still less competiltive. These same recommends
tons were made to but rejected by the House Ways and NeansComnittee.

With respect to Jection 12, we are concerned that the proposed re-
striction on the earned income exclusion will have a serious and adverse effect
on our ability to find qualified U. S. nationals to work in foreign lands.
The 420,000 a year'limitation for the first three years of overseas service
is not realistic and is below the amount generally required today to induce
technical and highly skilled personnel to accept overseas assignments. If any
monetary limitation on this exclusion is to be enacted, it should not be less
than $33,000 for any year. Furthermore, any unused annual exclusion during
service should permit exclusion after retirement of any pension purchased with
such unused amount.

The Ways and Means Committee Report on II. R. 10650 pertaining to Sec-
tion 13 recognizes that to impose U. S. tax currently on U. S. shareholders of
American-ouned business operating abroad would place such firms at a disadvan-
tage withother firms located in the same areasnot subject to U. S. tax. It
seems fair to coticlude from all that is said in this report, that te C9n02ittei
was convinced that it would be a mistake to make our tax system noncompetitive,
On the other hand,'the Coinnittee stated that it was coninced "that many have
taken advantaje-of the muliplicity'of foreign tax Systems to avoid taxation
by the U. S. on-what could ordinarily be expected tobe U. S. sourtethcome.,"
(Page 58) The correction of this condition is merited but it is not necessary
to go as far asTSection 13 dbes in imposing tax penAlties on legitimate busi-
ness operationsabroad through its extremely complex proVisiohsand administrh-
tive"burdens,

It is hoped that the Senate will reject this section of h. ft. 10650
in favor of atbore limited appt6ach that will keep our tax system competiti,0e
for actual business operations abroad.
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ATTACnIANT IIl-A

TAXATION PROVISIONS AFFECTING lNDIVlDURSi IN ECONOMICALLY ADVANCED COUNTPRZS

A reviaO has been made of the tax laws of twelve economically advanced
foreign countries to determ ine whether anyof them would Impose income tax on
'employment income earned abroad by citizens who are bona fide residents of
another country.

The tax laws of Australia, Belgium. Canada, Denmark, France.' Germany,
Italy, Japan, Netherlands, Norway, Sweden and the United Citgdom were examined.
Confirmation of the results of the study has been obtained from tax advisers in
each country.

None of the countries tax employment income of their citizens who are
bona fide residents of, and working in, a foreign country. The only income of
nonresidents that is taxed is domestic source income.

Attached are bkief outlines of the applicable provisions of the tax
laws of the twelve countries.

(Individuals)

The incidence of Australian tax is determined primarily on whether
the taxpayer is a resident or nonresident of this country. The question
of residence t one to be determined from the facts of each particular case.
An Australian citizen# however, is not necessarily a resident for tax purposes
although a person domiciled in Australia is regarded as a resident unless he
satisfies the authorities that his permanent place of abode ie outside
Australia. "

Under the general provisions of the Income Tax and Social Services
Contribution Assessment Acts residents of Australia are subject to "Income
tax on income derived from all sources while nonresidents are subject to tax
only on income derived from sources in Australia. However, income$ other than
dividends, derived by residents from sources outside Australia is specifically
exempted from tax provided t-he income is not exempt from tax in the country of
source or the taxpayer is liable to pay royalty or export duty in any country
outside Australia in respect of goods from the sale of which the income is
derived.

It will be seen from the foregoing that earned income from sources
outside Australia is exempt from Australian tax in the hands oft

(a) A nonresident, irrespective of whether the income is subject
to tax in the country of source.

(b) A resident of Australia, provided the income is not exempt
from tax (or in certain cases royalty or export duties) in the
country of source.

82100 O-42- pt. 7----26
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(Individuals)

Belgian citizens who are not residents of the country but
rather are bona fide residents of a foreign country and working in
a foreign country (whether or not for a Belgian employer) are not
subject to tax in Belgium on earned income providing that they have
no fiscal domicile in Belgium.

If such citizens maintain in Belgium a dwelling placep they are
only subject to "Impot Coplementaire Personnel" (a surtax on income
from all sources) established on the minimum of five times the annual
rent (not including any rental charges for heating or similar services)
paid for the dwelling place. If the citizen Is the owner of the
dwelling place, the rent used as a basis for this purpose will be
that normally payable for such a dwelling.

If the citizen maintained his address in Belgium, which would
be the case if he maintained his inscription in the municipal records,
or if his family continued to reside in Belgium, he would become
taxable on the income earned and taxed abroad

(a) to Taxe Professionnelle reduced to one-fifth
of the amount computed at the normal rates

(b) to Impot Complementaire Personnel.

In the latter case and in conformity with the regulations of
the convention between Belgium and the United States for the avoidance
of double taxation, the Impot Complementaire Personnel is reduced to
one-fourth, insofar as it relates to income collected and taxed in the
United States. .
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(Individuals).

As a general rule, Canada does not impose income tax on employmnt
income earned abroad if the individual is not resident.or deemed to be
resident in Canada at the time he receives the ncome. The application of
-the rule is not affected by the personas being ornot being a Canadian
citizen and even investment Income paid from within Canada to a Canadian
residing abroad i subject only to the,normal 15% nonresident withholding
tax and need not be reported by him on en income tax-return. The word
'resident" t not defined in the Canadian Income Tax. Act.

The exclusion of employment income earned and received during actual
nonresidence is complicated somewhat by Canada's "demise' provisions ..
regarding residence. Citizenship plays no direct part in these provisions,
but certain individuals, such as ambassadors and high commissioners, who are
normally required to be Canadian citizens, are deemed by these provisions to
be resident in Canada regardless of where they are posted and are accordingly
taxed on their world income. Other who are deemed to be resident in Canada
throughout or during part of a taxation year and hence may be taxed on employ-
ment income earned outside Canada during residence abroad include the follow-
ing: persons who sojourn in this country for 183 days or more In the taxatiqc
year, members of the armed forces, and persons who are ordinarily resident in
Canada.

Indiv$4uals who ate resident or deemed to be resident in Canada may
take a credit for' foreign income taxis paid which ii limited to the proportion
of their Canadian tax before th credit, that their income from the foreign
country ioesing "the tax is of their total income for the year.,

It is apparent that the Canadian tax law on-'foreign earned income of
Canadian €atis~re residing a1~oad and not* resident br deemed to be resident
in Canada differ$ considerably from United. States law, Canada makes no'
distinction* between a citizen who is resident outside* the country and any
other nonresident. There is no formula"in the Canadiau Income Tax Act which
provides *,different tax treatment for income earned abroad according to the
actual length of tits during which residence or Ohysica1 presence abroad is
maintained (asid6 from the l3-day iul. mentioned above) nor is there any
dollar limitation such as the $20,000 limit* which applies to U.S. 'citieni in
soe cases. "Again there is no distinction'between earned and unearned income'
except, as noted W v where dividends, Interest -nd some Other forms of -
investment income" cr reeivedkrom'Canadin forces, in which case they are
subject to the normal withholding of'nonresident tax.

The question of residencee, in caes where t1 abovt-ventioned deemi8
provisions of' the Income Tax'5 At do no apotly, is determined accoiding to
common law rulesiLch have evolved in the Canadia, and' Inglith courts The
substance of these 4ulO is that thete l1 rtsideici within a Jurisdiction itf
the individual is using or maintaining a dwelling place thier and appears,
from whatever evidence is available (such as the presence of his family and
other indicatiois Of the telaV6iy'permanence of hbisjresiice), to be pltonsin,
to keep this dvelliog place sa' permanent hom~ior as a home for 'a indefinite
or lengthy period of tise.'' The *re ownership of realty within Canada dOed
not establish residence unless the property is actually a home.
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(Individuals)

Individuals domiciled in Demark are taxed on their world-
wide Income unless they are staying permanently abroad, in which
case they are not taxable in Denmark. In practice, a stay abroad Is
considered permanent if it can be anticipated to exceed three years.
Individuals physically present In Denmark on April 1, July 1, October
I or January I are considered to be domiciled in Denmark providing
that they have been present in Denmark for an aggregate of three
months during the previous six months., If an individual i taxable
in Denmark on income earned abroad, he my claim a credit for the
foreign taxes against the Danish taxes limited to that part of the
Danish taxes appropriate to the foreign income.

FRANCE
(Individuals)

The criterion of taxation in France on income earned abroad Is
fundamentally based on the concept of domicile in France. Accordingly$
French citizens who perform personal services in a foreign country and
receive compensation therefor are not subject to taxation in France on
this compensation, providing they are considered tohave their domicile
abroad. The question of where a French citizen hat his domicile is
somewhat controversial. Until recently it was generally admitted that
a French citizen has his domicile in France if he maintained his personal
and family home in France. Under a Hish Court decision of December 8
1960, however, it was handed down that a French citizen who clearly has
the center of his professional and' financial interests abroad should
not be regarded as domiciled in France even though his family habitually
live there and he himself spends the greater part of his time there.

Although the length of hia stay in a foreign country is,not'taken
into consideration in determining the center of interests sbroid, the
activity which the taxpayer caries on abroad must have a certain
permanency.' A French citizen employed by a firm established in France
who is sent to a foreign country merely to carry out a casual or
temporary mission and not to occupy a permanent position there' would
not be considered as having hit center of interests abroad.

In the absence of any double tax treaties, if a French citizen
working in a foreign country cannot prove to the trench tax authoriftes
that he has his de facito domicile abroad, he is taxable in France on
his earned income and he is not granted a credit for foreign taxes
paid against his French tax.

if a French citizen, on the other hand# is considered to have a
de facto domicile abroad. he is not subject to French income tAx on
his earned'income irrespective of the amount of the income.



REVEN B ACT OF 1982 3253

GEM1~
(Individuals)

According to the German Income Tax Law tax liability is
not based on the citizenship of the taxpayer but solely on whether
the taxpayer has his residence or "usual stay" in Germany, or whether
he receives income from German sources.

Persons having a residence in Germany or "usual stay" in
Germany are subject to unlimited tax liability, i.e., they must pay
tax on income no matter what the source. A person has a residence
where he maintains a dwelling under circumstances which indicate that
he will maintain and use the dwelling. A person has a "usual stay"
at a place where he stays under circumstances which indicate that he
will not stay temporarily only. Unlimited tax liability applies only
if his stay in the country lasts more than six months. It does not
matter whether he stays for a period longer than six months at the
same place; it is sufficient that the time be spent anywhere within
the Federal Republic.

If the above conditions for unlimited tax liability have
been met, the taxpayer's entire income is subject to taxation.
However, in cases where there exists a double taxation agreement,
unlimited tax liability is restricted to the extent that certain
income is not subject to German taxation. In other cases income
tax paid abroad is creditable against German income tax.

Persons who are not resident in Germany are subject to
income tax only with respect to income from German sources. This
includes income from trade or business for which 4 business estab-
lishment is maintained in Germany or for which a permanent repre-
sentative has been appointed, or income for services which are
performed inside Germany. In addition income from capital and
income from leasing property located in Germany is subject to
limited tax liability. However, the incidence of taxation is
restricted to some extent by double taxation agreements.
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ITALY
(Individuals)

In Italy, individual citizens are subject to the following

taxes on earned income:

(1) Income Tax (due to the National Government),

(2) Complementary Tax (due to the National Govern-
ment, and

(3) Family Tax (due to the municipality where the
citizen or his family resides).

Income Tax

Employment income of Italln citizens living abroad, even
though temporarily, is not subject to Income Tax in Italy provided
the income is for personal services rendered abroad:

(a) for the account of a foreign employer, or

(b) for a foreign establishment of an employer
resident in Italy.

In the latter case, the foreign establishment must be a working
organization with separate management and accounting to which the
compensation is charged. Employment income earned abroad by persons
located or living in Italy is not subject to Income Tax when such
income is taxable in the other country in accordance with a tax treaty.

Complementary Tax

The following income is not subject to Complementary Tax:

(a) Employment income earned abroad by Italian
citizens, even though living in Italy, provided
such income is not consumed in Italy.

(b) Employment income earned abroad by Italian
citizens living in Italy but which is taxed
by another country in accordance with a tax
treaty.

Family Tax

Family Tax is not applicable to income earned abroad unless
the Italian citizen has his family living within the municipalit. -.
which case the income subject to the Family Tax is that which ic eU
sumed In Italy.
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JAPAN
(Individuals)

The earned Income of a Japanese citizen employed
in a foreign country is not subject to Japanese income tax.
This exemption does not apply to personnel of the Japanese
national, and local public service serving or being employed
abroad.

NETHERILANDS
(Individuals)

A citizen of the Netherlands who is a bona fide
resident of a foreign country and working in a foreign
country (whether or not for a Dutch employer) Is not sub-
ject to Dutch tax on his earned income.

Residents of the Netherlands are liable to tax on
their entire net income, including income from sources abroad.
Nonresidents are liable to tax only on income from sources
within the Netherlands.

NORWAY
(Individuals)

Persons domiciled in Norway are taxed in Norway
on all personal income. Residence lasting at least six
months is regarded as domicile even though it is only tem-
porary.

The taxability by Norway is not affected by tem-
porary residence abroad unless such residence tas lasted at
least four years. The taxability ceases however if the
individual "coves that he has been abroad at least one year,
s*,. le lsable to pay ordinary taxes in the foreign country
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S , SWED
(Individuals)

A Swedish citizen who i a bona fide resident or physically
present in foreign countries during an entire taxable year is not
subject to income tax in Sweden in respect of income earned from
personal services regardless of in hLch foreign countries
services are performed. As far as Swedish tax law is concerned,
no difference is made between the concepts of "bona fide resident"
and "physically present" in foreign countries.

Individuals resident in Sweden are subject to Swedish income
tax in respect of income earned from personal services, regardless of
whether the services are performed in Sweden or abroad.

A Swedish citizen resident abroad is subject to Swedish income
tax on income earned from personal services rendered in Sweden.

UNITED KINGDOM
(Individuals)

Where an individual ceases to be a resident in the United
Kingdom and performs services wholly abroad, any income earned from
such services is not subject to United Kingdom tax. The position
is the same whether the individual is employed by a United Kingdom
or by a foreign employer. In order to qualify as a nonresident, the
individual must be absent from the United Kingdom for a minimum
period of a tax year (i.e., the absence must cover at least a period
from April 6 in one year to April 5 in the next year).

Where an individual performs services wholly abroad, but is
not absent from the United Kingdom for a complete tax year and
therefore remains a United Kingdom resident, his liability for United
Kingdom tax on his earnings would depend upon whether he was employed
by a United Kingdom or foreign employer. If he is on a United
Kingdom payroll, he is subject in full to United Kingdom tax with
double taxation relief granted for foreign taxes paid on his earnings.
If he is on a foreign payroll, he is not subject to United Kingdom tax
except to the extent of any earnings remitted to the United Kingdom;
again, to the extent that he is subject to tax, he is allowed double
taxation relief in respect of-any foreign tax attributable to the
remittances.
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ATTACIOMWE 11l-B

TAXATION PROVISIONS AFFECTING CORPEATIONS IN ECONOMICALLY ADVANCED COURSES

A review has been made of the tax lavs of twelve economically advanced
foreign countries to determine whether any country would impose income tax on the un-
distributed earnings of a subsidiary which is incorporated outside of the country
of incorporation of the parent company.

The tax laws of Australia, Belgium, Canada, Denmarko France, Germany,
Italy, Japan, Netherlands, Norway, Sweden and the United Kingdom were examined.
Confirmation of the findings was received from local tax advisers in all countries.
None of these countries tax the undistributed earnings of a foreign subsidiary to
the parent company under any circumstances.

If the 'ind and management" of a corporation is located in certain
countries, it will be taxable on all of its earnings even though incorporated
outside of such country. These countries are: Australia, Belgium, Canada,
Germany, Japan, Netherlands, Norway and the United Kingdom. However it must be
recognized that, generally, thd" "mind and management" will not be held to be
located in these countries if the principal administrative office, board of
directors meetings and general managerial functions are conducted outside of the
country. In cases where the 'mind and management" concept is used to assess tax#
such tax is, except as noted above, levied on the foreign corporation and not
the shareholder.

Our study has established that income derived from sources outside of

the country is subject to the following unilateral tax relief.

1. Foreign Operating Incomes

(a) Complete exemption in Australia, France and Netherlands.
(b) Tax reduction in Belgium,# Denmark, Italy and Norway.
(c) Credit for income taxes in Canadas Germany, Japan and

the United Kingdom.

2. Dividend Income From foreign Subsidiariess

(a) Complete exemption in Canada and the Netherlands.
(b) Tax reduction in Belgium, France and Norway.
(c) Credit for foreign income tax in Australia, Denmark,

Germany, Japan and the United Kingdom.

In addition to the relief granted as shown, the United Kingdom grants
complete exemption to Overseas Trade Corporations until the income is distributed
to a resident of the United Kingdom. No United Kingdom tax is suffered on the
distribution of trading profits earned by an O.T.C. insofar as they are distributed
to shareholders who are not resident in the United Kingdom. The United Kingdom
grants a tax credit for "taxes spared" by foreign governments.

Under some of the tax treaties between the foreign governments covered
herein further concessions are granted in certain situations. For example, Italy
grants a tax exemption for dividends received from a corporation incorporated
outside Italy.

There are attached summary analyses of the pertinent provisions of the
tax laws of these twelve countries.

V FJ' - ". _', ..
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(Corporations)

A. A corporation is subject to tax liability on its entire income, whether
earned within or without Australia, provided it is resident in Australia.

A corporation is resident in Australia if it is incorporated there, or
if its central management and control (mind and management concept) are
situated there, or if it carries on business there a its voting power Is
controlled by resident shareholders.

If a subsidiary of an Australian parent corporation it incorporated
outside Australia, carried on its business activities outside Australia,
managed its own operations outside Australia, and its board of directors
held their meetings outside Australia, it would not be subject to
Australian tax. If the subsidiary's "mind and management" is located in
Australia# it is the subsidiary who is liable for the Australian tax and
not the shareholder.

B. Income Tax Rate:

Graduated Income Tax rate to 40% (non-private companies).

C. Double Taxation Relief:

1. Income from sources outside Australia is exempt from tax if:

a. Such incdme is not exempt from inCome tax where derived, or

b. The taxpayer is liable to pay an export duty or royalty to a
foreign country in respect of goods from the sale of which the income
is derived.

This exemption does not apply to dividends.

2. Foreign income taxes paid by resident corporation 'on dividends paid
by a nonresident corporation from profits derived outside Australia are
allowed as a credit against Australian tax. In addition a resident corpora-
tion may reduce its Australian tax on dividends received (domestic and
foreign) by an amount computed by applying the average rate of recipient
corporation's tax to the dividend received. This reduction is called a
"dividend rebate".

6, .,". , , , , -, , t- I . 'Ile -1 . -
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(corporations)

A. A corporation is subject to tax liability on its entire Income, whether
earned within or without Belsium, provided it is registered under the laws
of Belgium (incorporated) or has its principal administrative office in,
Belgium (mind and management).

If a subsidiary of a Belgian corporation is incorporated outside Belgium
and has its principal administrative office (mind and management) located
outside Belgium, its earnings would not be subject to Belgian tax.

S. Income Tax Rates:

Taxable-profits are fisball split into:

1. Undistributed profits (retained by Company), and

2, Distributed profits (dividends paid),

Both portions are liable to separate taxation at different rates u
follows:

1. Undistributed profits:

Corporate Income Tax (Tax. Professionnelle) at graduated rates from
2Z to 40%, deductible for Corporate Income Tax purposes in the year in
which the tax is assessed. Additional tax of 20X of the basic rate is
imposed but can be partly or completely eliminated through prepayment
of the Corporate Income Tax. Temporarily for the tax years 1961 and
1962 (income of calendar years 1960 and 1961 or of book years ending in
1961 and 1962) an exceptional tax of 5% of the Corporate Income Tax
before application of additional tax. The exceptional tax Is nondeductible.

2. Distributed profits:

a) National Crisis Tax 20.

b) Exceptional Tax .j (Temporary for 1961 and 1962, not
deductible)

21% of the gross distribution (absorbed
by company)

a) Movable Capital 30% (withheld from shareholders)

d) Exceptional Tax .I (Temporary for 1961 and 1962,
.deductible# at choice of inter-
ested parties may be bome by
shareholders or by company)

31.3% of the gross distribution.

Sueary:

16 Results in effective rate for undistributed profits of approximately
32.7% taking into account a practical average of the additional tax of 10.
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2. Results in effective rate for distributed profits of approximately
42.6%.

0, Double Taxation Reliefs

1. Income taxes paid to a foreign country are allowed as a deduction
for Belgian income tax purposes. No credit is allowed to the Belgian parent
for any foreign income taxes paid by its foreign subsidiary appropriate
to the dividend distributed by the subsidiary.

2. (a) Trading income from abroad (uhich means income from a branch,
taxed in the country of residence of such branch) is subject to one fifth
of the normal Income Tax rate. Any dividend distributed from such trading
income from abroad will only be subject to Movable Capital Tax at the rate
of 10% plus. additional. 2%, together 12% instead of 30% and National Crisis
Tax at the rate of 4% instead of 20%. The exceptional tax will in that
event be levied at the rate of 5% on these reduced taxes before additional.

(b) Investment income (dividends, interest, etc.) is subject only
to a reduced Investment Income Tax rate of 12%. Investment income from
abroad (dividends, Interest, etc.) which has been subjected to the reduced
Investment Income Tax rate of 12% is taxwise treated as definitely taxed
income and the amount thereof, after deduction of a participation in general
expenses, can be distributed in the form of dividends without being further
subject to Movable Capital Tax or National Crisis Tax.
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11CA1NADh
(Corporations)

A. If a corporation is resident in Canada, it is subject to tax liability
on its entire income, whether earned within or without Canada (a Foreign
Business Corporation and a personal corporation are two exceptions to this
general rule).

A corporation's residence is at the place where its management and
central control actually abide (mind and management concept). The place
where central control and management is located is purely a question of
fact. It is the place where all or most of the fundamental decisions
regarding the operations of the company are made - normally the place where
directors' meetings are held. Under a recent amendment which is applicable
to the 1962 and subsequent taxation years, a company incorporated in Canada
is deemed to have been resident in Canada throughout a taxation year if it
carried on business in Canada at any time in the year.

If a subsidiary of a Canadian parent corporation carried on all of its
business activities outside Canada, managed its own operations outside
Canada, and its board of directors held their meetings outside Canada, it
would not be subject to Canadian tax, even if it were incorporated in.Canada.
If the subsidiary's "central control and management" is located in Canada,
or if it is incorporated in Canada and carries on business in Canada during
the year it is considered to be resident there and is liable to tax in
Canada. In such case it is the subsidiary who is liable for Canadian tax on
the profits of the company and not the shareholders,

B. Income Tax Rates:

Corporation Income Tax.

Federal - 507. (includes Old Age Security Tax of 3%)
Provincial - Ontario - 11%, Quebec - 12%, others - 9. (credit

of 97. of taxable income earned in a province
may be claimed against Federal tax)

C. Double Taxation Relief:

A credit for income taxes paid to foreign countries is allowed as a
credit against the Canadian corporation's Federal tax liability on the
foreign income.

Dividends received from a nonresident corporation are exempt from
Canadian tax provided more than 257. of the voting stock of such corporation
is owned by the receiving corporation.

D. Foreign Business Corporations:

Corporations incorporated in Canada but whose business is carried on
outside Canada and whose assets are located outside Canada are not subject
to Canadian income tax if they file a return within the prescribed time and
pay the required fee of $100.
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The privilege ot qualifying as a Foreign Business Corporation is no
longer available for newly-formed comanies.

S. Personal Corporation:

A personal corporation is a corporation, wheresoever incorporated, that
during the whole of the taxation year wa controlled by an individual
resident in Canada or by such an individual and members of his family who
were resident in Canada or by any other person on his or their behalf,
which derived at least one-quarter of its income from rents, royalties#
interest, dividends and/or certain other prescribed types of Income, and
which did not carry, on azn active financial, commercial or Industrial business.

A personal corporation is not subject to Canadian income tax but its
income, whether distributed or not, is deemed to have been received by the
shareholders as a dividend on the last day of the taxation year and is subject
to tax In their hands,
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(Corporations)

A. A corporation is subject to tax liability on its enire Income,
whether earned within or without Denmark, provided Ic is resident in
Denmark.

. A corporation is considered to be resident in Denmark when it has been
entered in the Danish Joint Stock Companies Register as a Danish company.

If a subsidiary of a Danish corporation is incorporated outside
Denmark, and its operations are carried on outside' Denmark, its earnings
would not be subject to Danish tax.

B. Income Tax Rate:

Company Income Tax - 44% (50X of Income Tax is deductible in the year
in which it is paid). 

I

The tax rate is applied to the "reduced taxable income", i.e., the
taxable income reduced by the lower of (a) 50% of the taxable income and
(b) 2.5% of the capital stock.

C, Double Taxation Relief:

1. Branch Income - corporation granted (i) a tax credit of 50 of the
Danish tax appropriate to the net foreign income, and (ii) a credit for tax
paid by the branch in the foreign country equal to the lower of (a) tax
paid in the foreign country, and (b) that proportion of the Danish tax less
the amount of the tax credit computed in (I) above, which the net foreign
income bears to the corporation's "reduced taxable income" in Denmark.

2. Dividend Income:

(I) Where a foreign subsidiary is at least 25%-owned by a Danish
parent, credit is granted to the Danish parent equal to the lower of
(a) tax paid by foreign subsidiary appropriate to the dividend distributed
to the Danish parent and (b) the Danish tax appropriate to the dividend
received.

(ii) If a dividend withholding tax is levied on dividends paid from
a foreign country the Danish corporation can claim the following tax
credits:

(a) the lower of the dividend tax withheld and the Danish tax
appropriate to the net dividend received, and
(b) where a foreign subsidiary is at least 25-owned by a
Danish parent and where the Danish tax appropriate to the net
dividend exceeds the dividend tax withheld, a further credit
equal to the lower of the tax paid by the foreign corporation
appropriate to the dividend distributed to the Dansih corpora-
tion and that proportion of the Danish tax less the credit
computed under (a) above, which the not dividend received bears
to the Danish corporation's"reduced taxable income".

3. Income taxes paid by a Danish corporation to a foreign country are
allowed as a deduction for Danish income tax purposes.

4. Where a treaty allows credits which are more advantageous than
those described above, a Danish company is entitled to claim credit under
the provisions of the treaty,
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FRANCS
(Corporations)

A. A corporation is subject to tax liability on its profits earned in
France irrespective of where it is incorporated. A company incorporated
outside France which has a branch or permanent establishment In France is,
in addition, liable itself to the dividend tax on a proportion of the
dividends distributed by it.

If a subsidiary of i' French corporation has no income earned within
France, it would not itself be subject to French tax - even if it were
incorporated within France. If incorporated in France, It would withhold
French dividend tax from cash dividends.

B. Income Tax Rates:

1. Tax on Companies (Profit Tax) - 50Z.

2. Dividend Tax - 24%.

C. Double Taxation Relief:

1. Foreign operating income of a French company is exempt from the
50 company profits tax. However, upon distribution by the French company
as cash dividends such income is subject (a) to the 24% withholding
dividend tax, with possible treaty exemption or reduction in the rate where
the dividends are paid to nonresident persona or companies and (b) to
personal income tax pAyable by the shareholders who are residents of France,
with a credit for part of the 24% dividend tax withheld at source.

2. Investment income - Where treaty relief is not available, no allow-
ance to the French parent company is made for any foreign tax paid on
dividends from foreign subsidiaries. However, French parent company's
Profit Tax Liability is reduced to only 12.5Z on net dividends from foreign
subsidiaries.

Unless treaty relief is available, no allowance to the French parent is
made for any foreign income tax paid by its foreign subsidiary appropriate
to the dividend distributed by the subsidiary.
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(Co-O'raToU9)

A. A corporation is subject to corporation tax liability If it has its seat
in Germany or it is managed or controlled from within Germany. In such
cases1 its entire income is subject to corporation tax regardless of whether
it is earned within or without Germany.

The seat of a corporation for German tax purposes is the place where the
corporation is incorporated (listed with the couvmercial registry). The
management of a corporation is the place whore the important decisions of the
corporation are n4de (not necessarily where the directors meet). In both of
the aforementioned instances it is the corporation that is subject to the
Germany income tax and not the shareholder. A foreign corporation will be
considered to be controlled in Germany if it is econotically, financially and
organizationally dependent on the Germany parent so that it is the equivalent
of a division of the parent. Nowadays, however, this latter rule is rarely,
if ever, applied to foreign corporations by the Getan tax authorities; in
any event it would be the foreign corporation and not the German parent that
would be taxed.

Based on the foregoing, it can be said without reservation that if a
German corporation owned 1007. of the stock of any foreign corporation, the
earnings of the foreiCn corporation would not be subject to German income tax
provided it was an independantly-operated business enterprise incorporated
outside of Germany, and its management made all of its own major decisions.

B. income Tax Rates:

I. Corporation Profits Tax - 517. on undistributed profits, 157. on dis-
tributed profits.

2. municipal Trade Tax - Averages 12.5. (deductible for Corporation
Profits Tax purposes).

C. Double Taxation Relief:

Where treaty relief is not available, income taxes paid to a foreign
country are allow-ad as a credit against German Corporation Profits Tax.

11o credit is allowed to the Gorman parent for any foreign income taxes
paid by its foreign subsidiary appropriate to the dividend distributed by
the subsidiary.
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(Corpoations)

A. A corporation is subject to tax liability on its profits earned in
Italy irrespective of where it is incorporated.

If a subsidiary of an Italian corporation has no income earned
within Italy, it would not be subject to Italian income tax. If it were
incorporated within Italy, the income earned abroad would be taxable in
Italy only if such income were exempted from foreign tax by virtue of an
international tax convention or if the subsidiary did not have a permanent
establishment"abroad operating and accounting separately.

B. Income Tax Rates:

1. Income Tax:

(a) Category A (income from capital) - National, provincial,
communal, etc., totals approximately 26%.

(b) Category B incomee from business) - Nationals provincial,
communal, etc., totals approximately 30%.

2. Company Tax (excess profits) - 16.5% of all company income (including
profits, dividend., etc.) which, after deduction of "Income Tax" assessed,
is in excess of 6% of the total of capital and free reserves.

C. Double Taxation Relief:

1. Operating Income - Income earned through a permanent establishment
abroad is exempt from Income Tax but subject to the Company Tax.

2, Dividend Income - Where treaty relief is not.available, the foreign
tax paid on dividends from foreign subsidiaries is allowed as a deduction
in assessing taxable income.

No allowance to the Italian parent is made for any foreign income
taxes paid by its foreign subsidiary appropriate to the dividend distributed
by the subsidiary.
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(Corporations)

A. A corporation is subject to tax liability on its entire income,
whether earned within or without Japan, provided its main office or
principal place of business is in Japan.

If a foreign subsidiary of a Japanese parent company had its main
office outside Japan and had no business activities in Japan, it would
not be subject to Japanese tax.

B, Income Tax Rates:

1. National - Corporation Tax - graduated rates 33% - 38%.

2. Local - (a) Enterprise Tax - graduated rates 7% - 12%
(deductible for Corporate Tax purposes when
paid)

(b) Prefectural and Municipal (Metropolitan) Inhabitants

Tax:

Standard rates 13.5% of the Corporation Tax

Maximum rates allowed by Local Tax Law:

Standard Maximum

5.4% Prefectural Inhabitants Tax 6.5%
8.1% Municipal Inhabitants Tax 9.7%

13.5% Metropolitan Inhabitants Tax 16.2%

C. Double Taxation Relief:

Income taxea paid to a foreign country are allowed as a credit against
Japnnese tax. No credit is allowed to the Japanese parent for any foreign
income taxes paid by its foreign subsidiary appropriate to the dividend
distributed by the subsidiary.
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NETERLANDS

(Corporations)

A. A corporation is subject to tax liability on its entire income, whether
earned within or without the Netherlandsj provided it is established in the
Netherlands.

A corporation is considered established in the Netherlands if it is
organized under Netherlands law or if it has its center of management in
the Netherlands.

If a subsidiary of a Netherlands corporation is incorporated outside
the Netherlands and has its "mind and management" located outside the
Netherlands, its earnings would not be subject to Netherlands tax.

B. Income Tax Rate:

Company Tax - graduated rates from 44% to 47%.

C. Double Taxation Relief:

Netherlands corporation can obtain relief from the Company Tax on
foreign income on which an income tax (similar to Netherlands income tax)
had been paid in a foreign country as follows:

I. Branch Income - this relief consists in the deduction from the
Netherlands tax on the taxpayer's world income, not of the foreign
tax actually paid, but of the amount of Netherlands tax which bears
the same proportion to the tax payable on the taxpayer's total
taxable income as the income taxable abroad bears to that total
taxable income.

2. Dividend Income - complete exemption from Netherlands tax
provided the Netherlands parent has a "considerable Interest" in
the subsidiary distributing the dividend. A "considerable interest"
generally exists only if at least 25% of the paid-up share capital
is directly owned. Expenses connected with a "considerable
interest" do not constitute admissible charges against the taxable
income of the Netherlands parent company. An example of such
inadmissible expenses is interest on a loan contracted to finance
the acquisition of the shares.
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NORWAY

(Corporations)

A. A corporation is subject to tax liability on its entire Income, whether
earned within or without Norway, provided it is resident in Norway.

A corporation is deemed to be resident in Norway if its main office to
situated there.

If a subsidiary of a Norwegian corporation is incorporated outside
Norway and has its main office located outside Norway# its foreign earnings
would not be subject to Norwegian tax.

B. Income Tax Rntest

1. State Income Tax - 307.

2, Municipal Income Tax

a) Levied by State - Graduated rate to.5V..
b) Levied by Municipality - Varying rates from 15% to 18%,

GO Double Taxation Relief:

Only 507. of the net income is included in taxable income in Norway if
the income is derived from fixed property abroad or from trade or industry
connected with such property. This rule also applies when the fixed
property is owned by a company abroad, provided 95% of the shares it owned
by a Norwegian parent company. Whether foreign taxes are paid on this
income ia of no importance.

Where treaty relief is not available, any foreign tax paid is allowed
as a deduction for Norwegian tax purposes, No credit is allowed to the
Norwegian parent for any foreign taxes paid by its foreign subsidiary-appro-
priate to the dividend distributed by the subsidiary.
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SWEDEN
(Corporations)

A. A corporation is subject to tax liability on its entire income,
whether earned within or without Sweden, provided it is of Swedish nation-
ality.,

A corpor&Lton is deemed to be of Swedish nationality if it is registered
as such in Sweden according to Swedish law. If registration is not required
(e.g., certain Swedish societies), the company is deemed to be a Swedish
company if the board of the company has its seat in Sweden or if the
company's main activity is carried on in Sweden.

If a subsidiary of a Swedish corporation is incorporated outside
Sweden, and its operations are carried on outside Sweden, its earnings would
not be subject to Swedish tax.

B, Income Tax Rates:

1. National Income Tax - 407,

2. Local Income Tax - Rates vary between 10% and 187. (deductible
for National Income Tax purposes)

C, Double Taxation Relief:

Except as otherwise provided in treaties, income taxes paid to a foreign
country are allowed as a deduction for Swedish incone tax purposes.
Generally, no credit is allowed to the Swedish parent for any foreign income
iaxes paid by its foreign subsidiary appropriate to tho. dividend distributed
by the subsidiary. A variety of special tax reliefs exist in certain given
situations under the conventions which Sweden has entered into with certain
countries.
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UtIT.D KI GDOM
(Corporations)

A. A corporation is subject to tax liability on its entire income, whether
earned within or without tho United Xingdom, provided it in resident in the
United 1'ingdom. (Oversean Trade Corporation is exception to this general
rule.) A corporation's reosience ic at the place whore the central control
and management actually abide (mind and management concept).

The place where central control and management is located is purely a
question of fact. It is the place where all fundamental decisions regarding
the operations of the company are made - normally the place where directors'
meetings are held.

If a subsidiary of a U.K. parent corporation carried on its business
activities outside the United Kingdom, managed its own operations outside
the United Kingdom. and its board of directors held their metings outside
the Un.ited i-ingdom) it would not be subject to UK. tax -- even if it were
incorporated in the United Kingdom. If the subsidiary's "mind and management"
is located in the United (inSdom, it is the subsidiary who is liable for the
U.K. tax and not the shareholder.

B. Income Tax Rates:

1. Standard Income Tait - 38-3/40.

2. Profits Tax - 157..

C. Double Taxation Relief:

Foreign income taxes both paid and "deemed paid" are allowed as a credit
against U.K. tax subject to statutory requirements and limitations.

D. Overseas Trade Corporations:

A corporation resident in the United Kingdom, but which operates entirely
abroad and mets certain statutory requirements, is relieved from U.K. income
and profits taxes on its profits until they are distributed to a resident of
the United Kingdom. No U.I.. tax iu suffered on the distribution of trading
profits earned by an O'C.C. insofar as they are distributed to shareholders
who are not resident in the United Kingdom.
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ATTAChMenT IV

Foreign Tax Credit and Investment Income

On April 2, 1962, the Secretary of the Treasury proposed to the
Senate Finance Committee in connection with d.R. 10650 that an amendment
be made in the foreign tax credit provisions of the Internal Revenue Code.
The proposed change in general would deny the right to use any income tax
paid abroad on "business income" as a credit against a U.S. tax due on
foreign "investment income." This would change a rule which has existed
practically since the beginning of the U. S. income tax law.

The sole reason given by the Secretary for this new proposal is
to "remove an unwarranted stimulus now provided by the foreign tax credit
provisions to the flow of short-term capital abroad..."

To require credit for foreign income taxes to be computed by
types of income -- which is in substance what this proposal would do --
would be a serious departure from the principle of applying the U. S. tax
law and rates uniformly to all types of income. We urge that it not be
adopted. The fact that this idea has been proposed at the very last minute
gives little time to establish its real merit. It therefore should at the
least be postponed for thorough study.

We understand the Secretary's concern with any flow abroad of
short-term investments. There is, however, nothing in the material sub-
mitted to the Senate Finance Committee showing either the flow of such
short-term investments or the amount that can be reasonably attributed to
the present method of computing foreign tax credit. We be.'ieve and submit
that the vast majority of such short-term investments are dictated by the
higher interest rates available abroad. The fact is that the Canadian
interest rate on short-term investment, where the immediate problem seems
to have arisen, has normally been above the U. S. rate. Thus reasons
other than tax are at work.

The Treasury proposal of April 2 was accompanied by suggested
statutory language. The "investment income" category, were its language
to prevail, would include income which is obviously not from short-term
investment. The category would include investments which would never be
made to utilize excess tax credits in the manner described by the Secretary.
For example, the "investment income" would include:

(1) Interest on securities of affiliates operating abroad

whether incorporated in the U. S. or elsewhere;

(2) Interest on long-term loans to affiliates operating abroad;

(3) Interest on compulsory investments in securities of
foreign governments;

(4) Interest on loans to customers made in the ordinary
course of business;
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(5) Dividends from a less than 10% owned foreign incorporated
affiliate on permanent equity investment;

(6) Dividends from a U. S. incorporated affiliate operating
abroad, and not U. S. tax consolidated, on the permanent
equity investment therein regardless of what percentage
of the company is owned.

There are listed below some examples of income producing items
which would be included as short-term investments:

a. Braail - Economic Re-equipment Bonds issued to cover a
compulsory loan generally equal to 151 of tax on income;

b. Colombia - Housing Bonds which may be purchased in lieu
of paying 66% of the Special Housing Tax (6% of income);

c. Chile - Investments in Chilean companies building low-
cost homes made in lieu of paying a Housing Authority
Tax (generally 5% of income);

d. Income from local government securities such as those
purchased by companies operating in Venezuela (both
U. S. and foreign) to finance road building and middle
income housing;

e. Income from minority investments such as our affiliate
in Venezuela is now making in local business ventures
to aid in the industrialization of Venezuela and quicken
its economic development - the proposed language would
make an exception only for dividend income where 10%
control of a foreign incorporated company exists. In
evaluating and developing possible investments, particular
attention is paid to those projects which contribute to
increased productive capacity of the country, create
additional employment opportunities, are technically
sound and have reasonable prospects for financial success.
Certainly this is not the type of investment that the
Secretary wishes to discourage;

f. Interest on long-term loans made in connection with long-
term crude supply contracts to help foreign refiners add
refining capacity. Competition for markets abroad have
caused loans to customers to become more common.

Under existing law the foregoing types of income are not segregated
but are combined with other income in computing the limitation on the credit
for foreign taxes, This is proper. Nothing in the material filed by the
Treasury indicates otherwise, In fact, the suggested languages specifically
proposes to retain the present method for computing tax credit on dividends
where 10% or more of a foreign corporation is owned by the recipient.

This proposal must also be considered in the light of our tax
treaty commitments. The U. S. has in effect 21 treaties with other nations
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dealing with taxation. These treaties mutually promise the application
of tax credit procedure in respect of each other's income taxation in
order to avoid'double taxation. To enact the proposal of the Secretary
would run counter to the mutual undertaking and spirit of all of these
treaties. In any event, we believe that this provision would be inapplic-
able under 14 of these treaties. They are the treaties with Australia,
Austria, Jelgium, Finland, Germany, 3onduraso Ireland, Japan, New Zealand,
Norway, Pakistan, Switzerland, Union of South Africa and United Kingdom.
Under these treaties the foreign tax credit machinery in effect at a
given date, i.e., then existing law, was made to apply. Thus the Secretary's
proposal could not apply in any event to these countries unless the treaties
were in effect abro:ated. We doubt that all the effort and wisdom which has
gone into the tax treaty program would warrant any wholesale abrogation
without which such a provision as suggested would not have universal applica-
tion. Congress would hardly want to put such a provision into effect.

Despite the foregoing view which is held by many tax practitioners
the Secretary testified that the Treasury sees no treat!, conflict with
respect to any of the Treasury proposals. dc therefore urged the elimi-
nation of Section 21 of H.A. 10650 which would unilaterally end any incon-
sistent treaty positions. We agree that Section 21 should be rejected but
for different reacins. The proper way to amend a treaty is by negotiation
between the countries party thereto. We believe that enactment of Section
21 would bc a serious mistake in that it would encourage otnor countries
to abrogate tileir treaties with us %ehich could well be detrimental to
bots U. S. taxpayers and the Treasury.

To suram.tri4e, we urge that te Secretary's recommendation be
rejected because:

(1) The proposed change in this tax credit rule, which has
existed practically since the beginning of our tax law,

A would be a serious departure from the principle of
applying the U. S. tax law and rates uniformly to all
types of income.

(2) Nothing in the material filed with the Finance Committee
shows either the flow of short-term investments or the
amount- that can be reasonably attributed to the present
method of computing foreign tax credits. Certainly,
nothing that was submitted warrants the radical global
change proposed by t,.. Secretary.

() The proposed language submitted by the Treasury would
apply to income from operations abroad through affiliated
companies in a manner that is clearly not warranted by
anything in the Secretary's testimony.

(4) The proposal is contrary to thespirit of all of our tax
treaties, to the letter of many of them, and could not
be fully effective without renegotiating some treaties
or abrogating them unilaterally. The latter alternative
is too abhorrent to be seriously considered.
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(5) The proposal would have little effect except to penalize
legitimate foreign operations since the real cause of
the flow of short-term funds to foreign areas is the
higher return available. Under those circumstances it
would be a serious mistake to enact what we are convinced
is an unsound tax provision in an attempt to correct this
problem which is of limited incidence and not a tax matter.
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STATEMENT OP

MARVIN K. COLLIE

Attorney-at -Law
Houston, Texzas

MR. CHAIRMAN AND MEMBERS OF THE FINANCE COMMITTEE OF THE
UNITED STATES SENATE:

My name is Marvin K. Collie: a member oC the law fim

oC Vinson. ElkIns, Weems & Searls Ho'iston, Texas.

This statement concerns two suggestions as to Section

16 of i. R, 10650, 87th Congress. 2nd Session, now pending

before this Committee. Speaking generally, this proposed

section provides for taxing as ordinary Income the proceeds

from a redemption or sale of the stock of a controlled

foreign corporation to the substantial stockholder who so

transfers s ,ch stock, to the extent of a proport-.onate part

of the earnl.ngs and profits of such foreign corporation

This proposed section is applicable to all of the earnings

of the corporation after 1913 and is made effective with

respect to sales or exchanges occitrIng after the date of

the enactment of the B1il.

First, since the entire concept of the taxation of

foreign Income has been radically changed in the H. R. 10650
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from the present law, it is particularly unfair and unjst

to tax an ordinary income all of the earnings and profits

of the foreign corporations ipon the sale or exchange of the

stock under the condlt~ons specified in Section 16. This

constit.1tes an -unwarranted penalty on substantial stock-

holders of foreign corporations who not only have been follow-

ing the present law but who have been attempting to follow

what It understood to be the trend of Congressional proposals.

(Of. H. R. 5,'86th Congress, let Session, the "Boggs Bill".)

It Is understood that the suggestion of the Secretary of the

Treasury at his appearance before this Committee on April 2,

1962, reflects his concern in this area.

Therefore, At is respectfully suggested that the ordJnary

income treatment of Section 16 should only apply to earnings

and profits accum,.lated after an effective date that would be

the same as that specified with respect to the related Sec-

tion 13, that is, taxable years of foreign corporations

beginning after December 31 1962, and to the taxable years

of United States persons within which or with which such

taxable years of such foreign corporations end.
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Secondly, It is respectfully suggested that Section 16

should be amended at least to permit an averaging of the

income from the sale or exchange of the stock of the con-

trolled foreign corporation.

For example, suppose a bona ride manufacturing foreign

corporation is organized and operated in an underdeveloped

part of the world by a single United States individual, on

January 1, 1963. At the end of five profitable years of

expansion of the business, such stockholder desires to sell

a Substantial part of his stock to his key employees to

give them an equity position in the corporation for valid

business reasons. However, under the present Bill he would

be effeo-tively prevented in most cases from making such sale

because of the extraordinarily high income taxes he would

have to pay upon scli a sale at ordinary income rates.

With Section 13 presumably eliminating in a most com-

plicated fashion the cases of pure tax avoidance and recog-

nizing tax deferral is proper at least in underdeveloped

countries, it should be logical to continue the use of the

capital gain provisions of the Code with respect to the sale
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or liquJda-ion or all or- 3 rart o' suoi Coreign corporations.

In v w of the restrIctions In the provisions of Section 13,

and the meeting of the customary rationale ror a capital gain,

Section 16 in its entirety should be eliminated.

However, assuming that this Justification is not satis-

factory to this Committee, then an income averaging device

should be permitted to the tax rayer at his option.

A precedent for such action may be found in the Bill.

In Section 9 of the Bill (Sec. 669) there are. special rules*

for certain foreign trusts, limiting the amount of the income

taxes on an accumulation distribution therefrom. This is

achieved by an averaging of the beneficiary's income from the

trust over a three year period. A similar provision at least

should be inserted as to the situation contemplated in Sec-

tion 16 except that the averaging should be done over a ten

year period (or the life of the corporation) because, through

the restrictive provisions of Section 13, one usually would

find a bona fide business transaction caught by Section 16.
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SUMMARY

STATEMENT OF FINLEY J. GIBBS ON BEHALF OF

THE AMERICAN CHAMBER OF COMMERCE OF THE PHILIPPINES

220 BUSH ST, SAN FRANOISCO 4s CALIF.

PROTESTING AGAINST SECTIONS OF
THE REVENUE BILL OF 1962 INVOLVING

FOREIGN SOURCE INCOME

A. Past policy of the United States has correctly

been to encourage investment of private American capital In

underdeveloped countries as the cheapest and most mutually

beneficial form of foreign aid.

B. There are basic inequities in Sections 7, 12, 13,

16 and 20 which penalize American investors in American con-

trolled foreign companies as compared with investors in other

companies. Section 16 is particularly oppressive in that it

subjects to eventual taxation at confiscatory rates gains

from reinvestment of earnings in such American controlled

companies.

C. I As applied to American businesses in the Philippines,

many of which were founded while the Philippines were under

the American flag, the above sections of the Revenue Bill of

1962 would not only be bad foreign and economic policy but

would perpetrate a gross injustice.
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BEFOrE THE FINANCE COMMITTEE OF THE SENATE

STATEMENT OF FINLEY J. GIBBS ON BEHALF OF
THE A1MERICAN CHAMBER OF COMMERCE OF THE PHILIPPINES

PROTESTING AGAINST SECTIONS OF
THE REVENUE BILL OF 1962 INVOLVING

FOREIGN SOURCE INCOME

I am Finley J. Gibbs, of San Francisco. Since 1951

I have been a partner in the law firm of Gibbs & Gideon. Pre-

vious to that time I practiced law in the Philippines. I am

still actively interested in Philippine matters and am fully

familiar with conditions there. The American Chamber of Com-

merce of the Philippines, comprised of over two hundred Ameri-

can business and professional men, as well as firms in which

Americans are investors, has asked me to present this state-

ment in protest against certain sections of the Revenue Bill

of 1962 involving foreign source income.

At the outset, let me state that the American Chamber

of Commerce of the Philippines is in full sympathy with the

announced purpose of the bill insofar as it attempts to

eliminate certain "tax havens" abroad. It wishes to point

out, however, that in a shotgun attempt to eliminate these tax

havens the bill strikes a punishing blow against legitimate

American businesses abroad. In this regard the legislation

not only violates sound foreign and economic policy but is

basically unjust.

A. BILL VIOLATES SOUND FOREIGN POLICY

Heretofore, the foreign policy of the U.S. has given

82100 -- Q---pt. 7---28
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due recognition to the importance of encouraging the development

of American business enterprises abroad, particularly in the so-

called "underdeveloped" countries. Direct Government aid has not

only proved expensive but difficult to administer effectively.

The investment of private American capital abroad, on the other

hand, has benefitted foreign countries in more ways than the mere

influx of capital. It has spread American know-how, American

business methods, American culture and American ideals. At the

same time, it has benefitted the United States directly by stimu-

lating exports and increasing the assets and income of its citizens.

Much of this increase is now finding its way back into this country.

It has also made available to the United States scurtces of raw

materials which might otherwise have fallen into unfriendly hdhds.

To stifle this economical and mutually beneficial form of aid to

underdeveloped countries -- now so important in the race with

the Communists in the cold war -- would be the worst kind of

short-sightedness.

These general considerations of policy would dictate

a relaxation of tax burdens on American enterprise in underdeveloped

countries, rather than an increase in such burdens. Yet the basic

inequities in certain sections of the proposed bill -- far from

equalizing tax burdens -- will penalize American investors in

American controlled foreign companies as compared with investors

in other companies.

B. BILL CONTAINS BASIC INEQUtTIES PENALIZING
AMERICAN BUSINESS ABROAD

(1) Sectidn 7 -- Definition Of Foreign Personal

Holding company.

This section amends provisions in the Code which were
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meant to subject stockholders in foreign personal holding com-

panies to approximately the same treatment as stockholders in

domestic personal holding companies, by taxing such stockholders

directly on undistributed income. Section 7 goes far beyond the

prior law and discriminates against foreign investments since it

classifies foreign companies as personal holding companies where

only 20% of their income is derived from rents, interest, royalties,

dividends, etc,, whereas a domestic company must have at least 80%

of its income in such category before it is treated as a holding

company. As a result, American investors in foreign companies are

penalized if a relatively small portion of the company's income

is from these sources. Because of the small percentage involved

a company could fall into a foreign personal holding company cate-

gory for any one year even though it was primarily an operating

company. It is often impossible in foreign countries where exchange

control is the rule rather than the exception, for corporations to

distribute dividends to American stockholders, particularly those

who have become residents of this country. As a result, American

shareholders may be taxed on income which they cannot receive. In

the case of a minority shareholder Whose interests may be different

from the management, there may be no way in which he can obtain

the income even in the absence of exchange control -so that this

section can easily be a tax trap. No reason is seen for treating

American itvestors in American controlled foreign companies so

much more severely than investors in other companies in this regard.

(2) Section 12 -- Earned Incme From Sources
Without the United States.

This section of the bill substantially reduces the tax

benefits enjoyed by Americans Who reside and work abroad by limiting
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in various ways the existing tax exemption on earned income. In

most underdeveloped countries, such as the Philippines, business-

men who are citizens of such countries, or citizens of countries

other than the United States, pay only the local income taxes.

For example, the British businessman in the Philippines pays no

taxes to the British Government, but only to the Philippine Govern-

ment. The same is true of the Chinese and so far as we know, the

Swiss and most other nationalities. Under the proposed Section 12

an American businessman in the Philippines attempting to accumu-

late.capital from his personal earnings to develop his business

will be at a severe disadvantage since he will be subjected to the

higher U. S. rates with regard to part of his earnings. Should he

organize his business as a local corporation Section 16 of the pro-

posed bill imposes even more catastrophic penalties.

Larger American enterprises are also disadvantaged be-

cause the bill reduces one of the few inducements they can offer

to talented executives to come to foreign countries. It is a

popular illusion In this country that the American businessman

abroad lives in kingly luxury and that money there grows on bushes

like tropical fruit. The fact that he faces many discomforts,

risks and disadvantages which he does not encounter at home is

largely ignored. This is particularly true in underdeveloped coUn-

tries where climatic conditions are apt to be unhealthy and the

American faces substantially poorer sanitary conditions and serious

diseases unknown at home. He must also cope with local national-

istic tendencies, political instability, a dearth of adequate higher

educational facilities for children, and isolation from friends and

business associates in this country. While these conditions may not
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be as acute in the Philippines as in some of the other under-

developed countries, they are nevertheless present. The cost

of living for an American in the Philippines is substantially

higher than the cost of living in this country. Consequently,

if the remainder of his earnings is subjected to high tax brackets,

the cumulative erosion on his savings is far greater than in this

country. While the highly publicized and highly transient movie

stars and other celebrities sojourning in Europe may not be faced

with these difficulties, the American businessman living in tropi-

cal and subtropical countries in the Orient and Central and South

America has them in abundance. Exemption of his earned income from

U. S. taxes is essential to permit him to compete with foreign

businessmen and to compensate him in some way for the advantages

which he gives up when he leaves this country.

Section 12 not only limits the amount of the earned in-

come which is exempt but provides that the exemption will be lost

with regard to any amounts received after the taxable year in which

the income was earned. There is no reason for this arbitrary dis-

tinction. A delay in payment may be purely accidental or may be

required because of the conditions of the business.

Section 12 also taxes pensions earned while in a foreign

country even though such earnings could have been received by the

employee currently without any tax. In this country payments into

pensioa-pThns are encouraged by giving such payments more favorable

tax treatment than direct payments to employees. There is no reason

Why in the case of American employees of foreign businesses this

treatment should be reversed..
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(3) Section 13 -- Controlled Foreign Corporations.

This section in effect still further enlarges the exist-

ing category of foreign personal holding companies. It includes

income from certain foreign trade transactions in the class of

income which will be taxed directly to the stockholder. The pro-

visions are so complex that no one but a tax specialist could under-

stand them. The same criticisms apply to this section as to Section

7 discussed above, particularly the danger that a minority stock-

holder who cannot control management may find himself in a tax trap

where he is taxed on income which he may never receive. It is also

highly unlikely that such a stockholder will know when he is subject

to this tax.

(4) Section 16 -- Gain From Disposition of
Stock in Foreign Corporations.

This section proposes to tax at rates epnlJcable to ordinary

income all gains from the sale, liquidation or othei' disposition of

stock in foreign corporations which are at least 50% owned by

Americanaprovided the taxpayer owns at least 10% of the stock. There

is a limitation that the gain taxable at such rate will not exceed

the amount corresponding to the undistributed profits earned by

the corporation since 1913.

Section 16 makes the use of foreign corporations by an

American businessman a tax trap, particularly if the corporation is

successful and reinvests its profits. Far from equalizing the

effect of U. S. and foreign taxes, Section 16 imposes a burden which

is catastrophically greater than the tax on businesses in this

country. For example, a single American in the Philijipifes who owned

a Philippine corporation which earned and plowed back into its buoi-

ness $25,000.00 a year for fifteen years would, under Section 16,
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be taxed as follows, upon liquidation of

his stock:

Taxable income for 15 year period

Philippine corporate taxes at exist-
ing rate of 22%

his business or- sale of

$375,000.00

82,500. oo
$292,560. O0

U. S. income tax at ordinary income
tax rates on balance 240,995.00

Net left to taxpayer $ 51,505.00

(Note: Any additional profit would be taxed
at 91% and any other income the taxpayer had
in the year of sale would also be taxed at
91%).

On the other hand, Lad he operated in corporate form

in the United States his taxes would have been as follows:

Taxable income $375,000.00

U. S. corporate taxes (32%) 120000.00$255,oo0.oo

U. S. capital gains tax on balance 63j,750.00

Net left to taxpayer $191,250.00

(Note: Any additional profit would be
taxed at a maximum of 25% and the tax on
taxpayer's other income would not be
increased).

It is obviQus that this provision will effectively deter

American businessmen from initiating any new businesses in foreign

countries in the form of local corporations. Since a local cor-

poration is the most logical and sometimes the only practicable

way that a small businessman can operate in a foreign country,

this deterrent will stifle most small businesses. As to existing

American owned foreign corporations which are contififihg to make

profits, Section 16 will put an end to their growth by requiring

the annual distribution of profit rather than its reinvestment.

3287
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As to past profits already reinvested in such businesses,

the application of Section 16 will result in the worst kind of re-

troactive taxes, the penalties increasing with the length, thrift

and success of the business. In view of our Government's past

policy of encouraging investment in foreign businesses such a retro-

active penalty is truly iniquitous. And it seems incomprehensible

that an American investor who owns stock in a foreign corporation

which is controlled by Americans must pay a higher rate of tax

when he sells than an American who owns stock in such a corpora-

tion controlled by foreign associates.

(5) Section 20.

Section 20 of the Bill establishes requirements as to

information returns which are so complicated and so difficult to

comply with that the small businessman who cannot afford to hire

an expert legal and accounting staff almost certainly faces

severe penalties.

C. CONCLUSION

Although there are admittedly a few Americans who have

taken advantage of foreign tax havens to escape their obligations

to the Government, and although some adjustment of our revenue

laws may be needed to prevent such abuses, the shotgun provisions

of this Revenue Bill will punish, if not throttle, many legitimAte

American businesses abroad. As applied to existing American

businesses in the Philippihes, many of which were founded while

the Philippines was still under the American flag, theRevenue

Bill would not only be bad foreign and economic policy but would

perpetrate a gross injO~tice.

The American abroad occasionally encounters the Commirtibt
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ihpired slogan "Yankee, go home" In the past he has been

able to ignore it, .If the above sections of the Revenue

Bill are enacted this slogan will be effetively enforced.

Respectfully submitted,

/s/Finley ZT.. qibbs

Finley J. Gibbs, on Behalf of
THE AMERICAN CHAMBER OF COMMERCE

OF THE PHILIPPINES
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THE AMERICAN INSTITUTE OF ARCHITECTS

The Octogon s 1735 New York Avenue, NW. a Washington , D. C. EXocutlue 3-7050

N.

STATEMENT OF

PHILIP WILL, JR., PRESIDENT

THE AMERICAN INSTITUTE OF ARCHITECTS

to the

COMMITTEE ON FINANCE

UNITED STATES SENATE

concerning the REVENUE ACT OF 1962 (H.R. 10650)

Hr. Chairman and Gentlemens

My name is Philip Will, Jr. and I am engaged in the practice of Archi-

tecture In Chicago, Illinois. My statement to your Committee is being made

in my capacity as President of The American Institute of Architects. The

Institute, now celebrating its 105th birthday, is a professional association

composed of some 170 regional, state and local components representing

15,000 members of our profession in all states of the Union.

Members of The American Institute of Architects serve in the construction

industry in the vital professional role of research, programming, design,

execution of contract documents, construction bid procedures and general

administration of the work. You gentlemen of the tinance Committee are

certainly aware of the vital impact of the construction industry with respect

to our national economy and the gross national product. From the.construction

reports of the Bureau of the Census, U. S. Department of Commerce, the value

of new construction in these United States in the year 1961 amounted to over
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fifty-seven (57) Billion Dollars. Even when the figure of seventeen (17)

Billion Dollars for public construction (including military facilities,

highways, sewer and water systems, etc.) is deducted, a very respectable

figure of.over forty (40) Billion Dollars remains as the effort of private

investment in new construction

You gentlemen of the Finance Committee can see from these statistics

that private investment is imperative to generate and continue this rate of

new construction. Private Investors, the backbone of the construction in-

dustry, must have the tax and return incentives to invest in this vital

industry if we are to secure a high rate of economic growth as a nation,

create jobs and stabilize the dollar both at home and abroad.

As AIA members we are concerned with the design aspects of this industry,

but we are also keenly concerned with the related influence of new construc-

tion in the manufacture of the allied products of steel, concrete, glass,

electrical systems, air conditioning and heating equipment. The health of

new construction also influences the availability of jobs it, the various

skills and crafts of the building industry, as an extension of the growth

and welfare of our great Nation.

The American Institute of Architects is concerned with two portions of

the Revenue Act of 1962, passed by the House of Representatives on March 29

of this year, that affect the construction industry:

1. Limitations of the Tax Incentives for Modernization
and Expans on.

2, Gain on Sale of Depreciable Property.
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My first comment will have to do with the TAX INCENTIVES FOR MODERNI-

ZATION AND EXPANSION. The expressed purposes behind the tax incentive plan

for modernization and expansion are objectives in which every American is

in accord. However, the proposal contains limitations that exclude incentives

in residential real estate investment and depreciable furnishings and equip-

ment installed in connection with such real estate. The theory is that

investment in residential properties represents property used directly

by consaners rather than in product-ion, Excluded as residential real estate

are homes, apartments, hotels, motels, resort facilities and other properties

built primarily for lodging. The limitations of the Tax Incentive will

handicap housing as opposed to traditional manufacture and actually produces

no incentive that will contribute to the national housing programs.

My second comment will have to do with GAIN ON SALE OF DEPRECIABLE

PROPERTY. The Treasury's proposal is to tax the gain on disposition of

depreciable property to the extent of prior depreciation allowance as

ordinary income. It is said that such gain reflects prior depreciation

allowances in excess of the decline in actual value of the asset. Under

existing laws, the gain on the sale of depreciable business property is

taxed at capital gains rates.

The American Institute of Architects is aware of the few well publicized

examples of real estate transactions wherein the owners have acquired proper-

ties to be utilized as so-called "depreciation shelters." These are cases

wherein tax-free distributions are made and then properties are disposed of

when depreciation deductions fail to wipe out rental income. The Institute
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does not speak on, behalf of these individuals and corporations that ,parti-

cipate in this scheme, .but rather believes that these parties represent a

minority as compared to the many small investors and syndicates that truly

seek the incentives and climate to invest in real estate that can afford an

eqVitable and fair return on their invested dollars,

There are many factors that impede investment in real estate at this

very time. Some of these factors include the owner's Inability to rapidly

dispose of these properties such as in the case of stock Investments.

Another factor is the very real and often rapid deprociation of components

of an improved property such as the roof, elevators, electrical systems,

mechanical systems and building materials. Still another factor

embraces the human relations aspect of maintaining a satisfied tenant,

One of the major incentives for investing in real estate and new con-

struction Is the owner's capability to hope for an ultimate realization of

a capital gain when and If he can or must dispose of the property under favor-

able terms. The motive here of the real estate investor ii absolutely no

different from the motive of the investor that makes his investment in

securities purchased on the stock exchange. Capital gains on the sale of

securities are practically guaranteed under the law. To eliminate this ad-

vantage in the field of real estate investment can surely have the effect of

diverting investment dollars from real estate and into more liquid investments.

This should have great adverse effects upon the general welfare and economic

growth of our Nation, our profession, and the construction industry,

Renewal of the urban areas of our Nation has been well begun by govern-

ment programs in the renewal and rehabilitation of obsolete real property.
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But the magnitude of the problem will require participation in these areas

on a tremendous scale by private Initiative. Any diminution of private

investment interest could be critical.

I very much appreciate the opportunity to submit this statement on

behalf of The American institute of Architects, As you gentlemen of the

Finance Committee ponder this piece of legislation, we hope that you will

study the possible effects of this legislation upon our profession and the

construction industry. We particularly hope that you will study the pro-

jected revenue as a source of this legislation in relation to the potential

loss of revenue should such legislation stifle real estate development, sales

and Investment, Including new construction, conservation, rehabilitation

and modernization.
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SuN LiFE INSURANCE Co. OF AMERICA,
Baltimore, Md,, April 26, 1062.

Hon. JOHN MARSHALL BUTLER,
Neto Senate Office Building, Washtswton, D.C.

DEAR SENATOR: Under present law, life Insurance companies and mutual fire
and casualty companies are the only taxpayers denied capital gains treatment
on market profits from bonds purchased at less than par value. They must
accrue a portion of the bond discount (the difference between cost and par
value) as Investment Income each year.

Section 10 of H.R. 10650, now awaiting the consideration of the Committee on
Finance, contains provisions which would give mutual fire and casualty com-
panies capital gains treatment on their market profits from bonds. In the
Finance Committee's consideration of H.R. 10650, we believe that It would be
proper for the committee also to consider an amendment which would give
similar'treatment to life Insurance companies. The Inclusion of such an amend-
ment In H.R. 10650 in conjunction with the provisions applying to mutual fire
and casualty companies would thus correct the Inequity existing under present
law for both life insurance companies and mutual fire and casualty insurance
companies.

I am enclosing a copy of a proposed amendment with a more detailed explana-
tion of the question. This amendment would eliminate the requirement that
life insurance companies must accrue bond discount and ttus would permit life
Insurance companies to treat their bond profits as capital gains like other
taxpayers.

We would very much appreciate your calling this matter to the attention of
the Committee on Finance so that consideration can be given to It at the appro-
priate time when the committee is reviewing the same question with regard
to mutual fire and casualty insurance companies. It is our hope that the com-
mittee would believe that life insurance companies and mutual fire and casualty
complies are both entitled'to treat their bond profits as capital gains.

Sincerely,
WALTER ROTI ACHIDl.

PROPOSED AMENDMENT TO SECTION 818(b) oF THE INTERNAL REVENUE CODE OF
1954

Section 818(b) of the Thfteinal Revenue Code of 1954 should be amefided by
adding at the end of paragraph 2 thereof the following:

"(C) ACoRUAL oF DISCOtNT.-FOr taxable years beginning after December 31,
1962, no accrual of discount on any bond (as defined in section 171(d)) shall
be retiredd"

This amendment would equate'the tax treatment of market gain on bonds
realized by life insurance companies with that accorded other taxpayers. Like
stocks, bonds fluctuate in value and successful investors may sell or redeem
their bond tivetments at more than their cost. Except for mutual fire and
casualty companies, life insurance companies are the only class of taxpayers who
are required to accrIe antflitlly as investment Income a ratable poft't of the
difference between the purchase price of the bond and its par valbe. All other
taxpayers are entitled to treat the difference between the cost of the bold and
its par value as capital gain When 'the bond is sold or redeemed at a profit.,

Since the Revenue Act of 1942, mutitl fire and casualty companies and life
insurance companies have been retired to accrue a ratable portion of bond
discount as itivestment itifthe. The reason for this difference of treatment, as
explained in the comifittee reports,' is that these companies follow this aecotiuit-
Ing praftie in reporting to State insurance departments. Stock fire and casualty
compaflies are also required to fol16w this method of accounting and accrue bond
discount for State insurance department purposes. Nevertheless, even ttfhih

I Upon the sale of a bond which is a capital asset, the ordinary capital gains rttles
generally apply. See. 1232(A),(1) of the code specifleallv provides that any gain realized
upon the retirment of a bond described therein is also to be taxed as" capital gains.
However, see. 1232(a)(2) denied capital gains treatment on profits realized from the
sale of -certain bonds which are lsued with "original issue discount" as defined in
sec. 12b)..I

2 S. Rept. 1681. 77th Cong., 2d, sees., p, 147, states (inter alia).: "This treatment of
bond dseouht and premiums will coincide exactly with the existing accounting practice
In thelife Ineurance business."
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stock fire and casualty companies follow the accounting practice of accruing bond
discount, they are entitled to treat as capital gains any profits realized from the
sale or redemption of bonds purchased at a discount.

In Rev. Rul. 00-306 (1960-2 C.B., 211), the Internal Revenue Service has
specifically ruled that the accounting treatment of bond discount by stock fire
and casualty companies does not prevent them from treating bond discount as
capital gains. The reason for the difference of treatment In the case of stock
fire and casualty companies is that they are not specifically required, under the
Internal Revenue Code, to accrue bond discount as life insurance companies are In
section 818(b) (1) and mutual fire and casualty companies are In section 822
(d) (2). The proposed amendment would eliminate this requirement from sec-
tion 818(b) for life insurance companies.

In section 10 of H.R. 10650, now pending before the Finance Committee, the
tax treatment of mutual fire and casualty companies is being revised to bring it
in conformity with the tax treatment of stock fire and casualty companies.
While this revision does not amend section 822(d) (2) (which requires mutual
fire and casualty companies to ratably accrue bond discount), it would appear,
because new section 823 in the bill requires mutual fire and casualty companies
to use gross Income under section 832 (which Is the gross Income starting point
for stock fire and casualty companies and, therefore, excludes bond discount),
that mutual fire and casualty companies would be entitled to treat bond dis-
count as capital gains when their bonds are sold or redeemed. This con-
struction, however, Is not entirely clear. In response to a question on this point
at the Senate Finance Committee hearings, John J. Wicker, spokesman for the
mutual fire and casualty industry, stated that the bill should be technically
clarified so as to make it absolutely clear that mutual fire and casualty com-
panies received capital gains on bond discount. Since 1959, life insurance com-
panies have been subject to tax on their capital gains under the Life Insurance
Company Income Tax Act of 1959. Prior to 1959, there may have been good
policy reasons to deny capital gains treatment to bond discount of life insurance
companies as a means of taxing these profits. However, since life Insurance
companies are now subject to tax upon their capital gains like other taxpayers,
tbis reason no longer exists, and, therefore, It seems entirely appropriate that
life insurance cdbilatiiles should be entitled to treat bond discount profits as
capital gains like other taxpayers. After the elimination of required accrual of
bond discount for mutual fire and casualty companies In H.R. 10650, life In-
surance companies alone will be the only class of taxpayers denied capital gains
treatment on market profits from bonds purchased at less than par value.

The effective date of 'the amendment to section 818(b) Is for -taxable years
beginning after December 31, 1962, the same effective date as the amendments
affeicting the mutual fire and casualty Insurance provisions on bond discount.
No amendment. to section 818(b) with respect to the amortization of bond
premium is Pece.sary to bring the treatment of bond premium by life insurance
companies Into general conformity with that accorded other taxpayers under
section 171. Se0tior 818(b) (2) was specifically added by the Life Insurance
Company Tax Act of 1959 to conform the bond bremium amortization rules for
life insurance companies with those applicable to other taxpayers in section 171.

(Whereupon, at, 1:40 p.m., the committee stood in recess, to re-
convene at 9:30 a.m., Monday, April 30,1962.)


